
Transcript Exhibit(@ 

Docket #(sj: 



* 

? 1 , 1 

Tesrinony of Dr. Ksnne:h Rose 
SUmmar?;. 

EXHIBIT [GI 
The Staff believes that as competition in generation develops. ihe competitive marke: wiil 

provide a more accurate and objective basis to determine the value of generation assets. The fair 

value standard in Arizona is meant to mimic a competitive market and allows the Commission io 

use a valuation mehod that most closely and accurately approximates a market value. The Staff 

does not accept the ar=,oumenr rhere is now or in the past a conDact obliging h e  people of.Arizona 

to pay for uneconomic costs. The term regulatory compact, properly understood, does not refer to 

an implied, implicit, or explicit contract. The Staff does not believe that the "social cornpact" is 

now, or has ever been, a contract guaranteeing the utility a perperual monopoly, freedom from 

competition, or full cos1 recovery. 

The Staff believes that allowing recovery of uneconomic costs from customers will have a 

si-gnificant negative impact on the development of a ccmpetiuve generation market. In particular. 

there are three ways that recovery can disrort a competitive outcome. First, recovery will act as a 

barrier to entsy to and exir from the generation market. Second. recovery of uneconomic COSTS 

reduces the incentive to mitigate and reduce uneconomic costs. And third, recovery creates an 

asymmetry of risk and reward that can distort the competitive market. In general, the more 

uneconomic costs that are recovered, the greater the distortion of the market. 

In a cornperirive market, inefiicienr and obsolete practices and firms are either eiiminated and 

I replaced with more efficient and superior firms or forced to redirect their effons to become more 

efficient and better managed. Overall this results in sociery's limited resowces being used in the 

most productive manner. This limits waste and stren@ens the overall econor?i I c health of the 

comuy. "Bailing out" a firm that faces possible iosses hampers this screening process of a marker 



'i 
1 xonomy. -4s a resuit. recovery of uneconomic costs reducs overall econoxic efficiency ac 1 

impedes the development of a conpetirive generarion marks:. 

There are three senera1 t y e s  of uneconomic COSTS: (1) costs related 10 &e generation of 

.- electricity, or '-producrion ccsts:. (2) "reguiatory assed' hat =e currently caried on the uti1iq-* j 

books, and (3) public-policy obligations that a udiry may have been required io support by state or 

federal law or regulation. Only the first two are of major importance in this proceeding. 

Of the several ways to estinxe the firsr type ofuneconomic costs, potentid producrion cob=. 

the Staff beiieves the "top-down" approach is a sansfactory approach. Tkis amroach - -  projects rhe 

net present value of the difference between the generation revenues that would be received if 

traditional regulation continued and the projected revemes expected with cornperition. However, 

the Staff believes that this approach is only appropriate for estimating the size and direction or' 

uneconomic costs of affected utiliues in ,e i r iZo~ The result of the analysis should not be used to ~&t&&j/ 

determine an amount of uneconomic cost that should be recovered from customers. The 

Commission should decide the amount of "rsansition revenues.'' if any, that are needed to meet 

predetennined criteria set by the Commission. 

With respect to recovery of regulatory assets, Staffbelieves that post-in service Allowance 

for Funds Used During Construcuon (AFUDC) should generally be classified 2s production =sets 

for purposes of the top-down approach. This is because AFUDC is indistin-guishable from other 

plant costs, and revenues from piant are production revenues that can be recovered through the 

market. In addition, regulatory assets pursuant to FAS 109 shouId be classified 2s production corn 

as well. These regdaiory assets are customer receivables for future income taxes. Regulatory assets 

that should be specifically considered for recovery are those. not otherwise dealt with above, which 

were explicitly created and booked 2s a direc: result of an entiy or order of the Commission. 



Sincc rhe recovery of uneconomic COSTS dinoris d he developmenr of a competitive market, 

the time frame for recovery should be as short as possible. Tne Staffrecommends thar, if recovery 

is allowed, the recovery time W e ,  or transition period. be five years or less. . b y  allowed 

transition revenues should be recovered -&rough a "non-bypassable" customer or "wires" charge. 

This could be in the form of a surcharge added 10 rhe dismbution charge for all distribution 

customers. 

The question of whether there should be a me-up mechanism depends on how the 

Commission addresses the recovery of uneconomic costs. The closer to complete recovery of 

uneconomic COSLS the Commission decides 10 allow, the greater the need for a true-up mechanism. 

Since there will inevitably be errors in the forecast of uneconomic costs, a true-up is needed to 

reconcile the diEerence benveen the a c d  amount and the amount recovered ikom customers and 

I to prevent customers fiom paying too much. However, the need for a true-up diminishes as less 

recoveT of uneconomic cost is allowed. If h e  Commission allows only a portion of the uneconomic 
*=&y . --?. 

costs. then there is littie need for a true-up mechanism. 

The Commission may consider a price cap a s  a safeguard against the possibility of the 

components of the unbundled rate tod ing  more than the old miE. That is, to e r n e  that the sum 

of the generation price, the transition revenues allowed, transmission and dismbution charges, and 

charges for other services does not exceed the custorner's former tadT. A price cap or freeze, if 

used, should only exist for the transition period if uneconomic costs are being collected from 

customers. 

A much more robust incentive to ensure mitigarion and reduction of uneconomic costs than 

any accounting or auditing means is 10 not allow. and certainly not "-tee up-front, full recovery 

of uneconomic costs. This would be mor:: consistent with the efficiency goals of moving to a 
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\ i) comperitive generarion market and would be iess cosrly adminisuatively. 
i 

Finally. the Staff- does not believe that securirization of uneconomic COSLS is in the besr lonz- - 
term imerest of -Arizona cusromers or the developmenr of a comperirive marker since it results in a 

significmt transfer of risk from the utility to customers. 
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13TRODUCTIOS 

Q. Please state your name, address. 2nd qusiifications. 

-4. My name is KenneIh Rose. i am 3 Senior Institute Economist 31 the Sarionai Rtgulatoq. 

Research Inairure @ i ) .  the research institute of rhe National -Association of Xitguiatory L-tiiin. 

Commissioners and its member state public uulity :omissions. Tne XRRI is a res txch depmmenr 

at The Ohio State Liniversirfi and I work in irs Elecaic and Gas Division. >I\- business address is 

1080 Carmack Road. Columbus. Ohio 4!2310. I received my B.S.. my >LA.. ma my Ph.D. in 

economics from University of Illinois at Chicago in 1981. 1983. and 1988. ies?ectiveiy. M y  

dissenation thesis was an Economic haiysis  of Eiecrricr'ty Self-Generarion 5y Iiia'tisrrial Firms. 

From February 1984 through June of 1989. I was an Economis: at the Energy and 

Environmenral Systems Division of Argonne National Laboratory. There I conducted zconomic 

analysis for the United Stare Deparrmenr ofEnerz. the US. D e p m e n t  of the In&or. lhe Bureau 

of Land Management. the U.S. Department of Commerce, the Census Bureau. the U.S. - h y  Corp 

ofEn@neers: and the Instirute for Water Rescurces. From July of 1989 to the present I have beea 

presented studies on numerous public utility regularory topics. Tnese include competitive bidding 

for power supply, transmission access and pricing, measuring demand-side manaoement benefits. i 
price-cap implementation. and most recently. the restructuring of the eiecmc utiliry industry ana 

- 
I 

uneconomic or "stranded" costs. 

I have previously presented testimony on decmc utilin; resuucruring and stranded costs j 1 

before the Public Service Commission of Mississippi and the Joint Cornminee on Electric Ijtility I 

Deregulation of the General Assembly of the State of Ohio. I have also recently compiered 

numerous repons and articles on electric utiIiry resuucnuing and related issues such 25 sscu-itizatlon 

and uneconomic costs. 

Q. 

nine specific stranded cost questions? 

A. 

LVhat are the staffs highest priorities among the ,Arizona Corporation Commission's 

The s1afi-s highest priorities are i s s x  = I .  should the E1ete;c C o r n ~ e ~ ~ z o n  . .  R u i s  3e modi5eC 

regading srranasd costs and if so hon-: issxe =5- L y n x  costs jho2:lZ 5e :iic!acec . .  ci' z z r  :f s i rxxcc  . .  

1 
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I 

costs anci how shouid those COSTS be calcuiated: and issue =5. shouid there be a limirarion on .___ \ 

recove?- 5me frame for 'xranded costs. ._ 

Q. PIesse state your view on the existence of a regulatory compacr. 

-4. The :em regulatory compac:- properiy undersrood. does not :eft to an implied. implicit. ar  

explicit canrract. ProDeriv understood. rhe rem rep ia toy  compact is a meraphor thar refsrs to ihe 

nature of regularion of a regulared monopoly. Ir cioss not create bindin. contracnai oblio_ations on 

the stat? of-kizona or rhe Commission. The Commission uses the "fkir value-' ofrhe utiliry propern- 

in serring rates. The fair value method of vaiuarion is memr 10 mimic competitive markets. It. is 

appropriatz. therefore. that as competition becomes availabie in the generation sector of the electric 

indusq-. that rates based on the competitive market would provide an accurate and efficient 

valuation of the fair value of the generation planr. Ths  response is based on a non-attorney's 

understanding of what the regulatory compact is and is consistent wirh rhe Arizona Corporations 

A -  

- - 
I -  

Commission's position in retail electric cornpetition. 
'W&@ 

The Arizona Corporation Commission Staff (the Staff) is in expIicit disagreement b L L n  

Sean R. Breen when he states on page 3 that the utility's willingness to undenvrite long-tern 

investments and commitments relied on a regulatory regime which provided the utility with an 

abiZiry to recover its corn and earn a reasonable return on and of its investmenrs through 

Commission-prescribed rates. As social policy changes in light of chm, oed circumstances. the so- 

called re@arory compact also changes. To h extent thar the reguiarory compact exisrs, not as a 

contracr but solely as a metaphor of how we regdate regulated utilities. a utility is od>-  allowed an 

opporrzinip to recover its costs and earn a resonable return on and ofits investments. 

Tne Rules and the method of stranded cosi recovery thar is suggested elsewhere in this 

testimony do not break or violate the regulatory compact. bur rather redefine m d  mod;:- '7- it as a 

matter of sate  public policy during a mnsinon period to greats: competition in the electic industry. 

In other u-ords. the metaphor of ihe sociai compac: is now syropEarely being re\\<rrc.n t 

Rules. Sevenheless. the opponuniry to recover cosis and tam a re2sonable return or, LTC 

invesrments still exists under the Rules. 1t-t musi be ciex tha: :he sscizi compac: 1s ncr  no^. nor 

has it eve: her? a contracr guarmtet3lng the ut i l in  ;? t.er;3en;s! mc?r ,c~oi~  . I'retdorn :‘ran; ~ ~ : ~ ~ ~ i t i ~ ~ .  -~ . -  
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or 5d1 c o s  recol.en;. Yo argument can be made :hat there is no\\- or n-as in the Fasr 3 contrx: 

obiiqing :he aeople of .Arizona to pay for cneconomlc costs. 

Q. Can you elaborate on your economic interpretation of the "regulatory compact":' 

-A* -A cznrral problem in the regulation ofmonopoly fims has bezn how to fairiy vaiue rhe s s 2 s  

ana compensate for costs ihe regulated company incurs. It is we!l estabiished that jTrreS ha\-e &e 

authorit:; TO change the way utility assers are valued and the manner in n-hich costs are recovere5 

fiom c'wromsrs. Th~s right ofa  state to change the way utility asses are valued has See2 mhe!d by 

the US. Supreme Court on severai O C C ~ S I O R S . ' '  Howver. valuation rnusi be based an i? ieasonaois 

standard and c m o t  be arbitrary or capricious. The Staffbelieves that a competitive market provides 

a means to dewmine the fair value of utility assets and conuol costs that is not arbitrary or 

capricious. The market provides a bener means to discipline costs of generation suppiiers than 

regulation alone at ensuring that invesunent decisions and expenditures are economic and in the 

puc!ic interesr. Of course. srates are free, at their discretion. to provide compensarion for 

uneconomic assets as some States have done. But ir is not a comirutional requirement as is often 

claimed. 

It is imponant to note that the cunent regularory process developed over the last severai 

decades was intended to act as a surrogate for competiuon, albeit an imperfect one, s i n e  competition 

itself was viewed as impractical. The primary benefit to the pubIic from re, d a t i o n  was -hat it w2s 

necessary to avoid monopoly pricing that would likely occur with no regulation. The process of rate 

cases. prudence reviews. used and useful tests. automatic fuel and other expenditure pas-~hroughs 

etc. were all inended to mimic a Competitive market. It was not a perfecr substiture for comperitior,. 

Because of an asymmetry of dormation between the regulated f i  and the regulator. its a pracricai . .  

matter. regulators simply cannot collect all the necessary informarion needed to determine a price 

I, Tne mosr recent case Dziqziesne Lighr co. er ai. 1.: Borasch et al. in 1989. 
In footnote number 10. the COW stated that a '-rigid requirement of the prudent invesImenr 
rule lvould foreclose hybrid systems. . . .[and] would also foreclose a r e m  to some f o m  L?? 
the f& \ d u e  d e  jus1 3s its practical problems may be diminishing. Tne emergent mxk;.r 

cieternining rhe vaiue of utiiir). asse~s. 

- 
for w holesaie electric eneizy could provide 2 readily avaiiabie objective basis . .  i3: 

_. 

.. 
3 
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:e\-iews of utiliry decisions- to give utiiirits 3n inctnrix.s 10 xiit careful dei:' <ions simiiar 10 a 

competirive firm and prorect ratepayers from x r e - k e  aaddino me shoddy management. This was 

inrended io be a consumer safeguard. nor ;in xifair standard of Fezkcdon imposed on the companv. 

Q. Did the obligation to  serve limit affecred utiiities' invesment discretion? 

-4. The StaRbelieves that an obligation 10 3 2 x 2  is not suficisnt. in itself. to constimte proof of 

a lack of utiiiry discretion. This obiigation \\-as not an obligation imposed by the State thar bound 

ratepayers to the utiliry. The StaijTbeIieves rhar rhere /?eyer 1 t . a  nor is there now a concurrenr 

obligarion to bte on the parr of customers oj-rhe uriiin. If there had been. utilities would have had 

the right to charse industrial cusfomers when ihey switched to self-generation or required residential 

or other customers that relocated to a new are3 io pal; for their % h e "  of their "obligation." hothe: 

obligation utilities had in the state is an obligxion io charge j u s  and reasonable rates. As noted the 

Stafr" finds that a competitive market is a supe,ior mems to determine what just and reaonak ' '5 

&@g!j$ 
and what is in the public's best interest. Tine StafTdoes not believe that because an investme,,;is 

placed in rate base or a cost is allowed to be recovered. automancally means that recovery is 

required. 

- - 

- 

This does not mean that all claims for recovey should be rejected by the Commission. 

Rather, it means that the Commission has the abiliv and authorin- to examine invesmenfs and costs 

and decide whether recovery is warranred based on the Nsrory of rn asset and possible hmre effects 

on the development of a competitive generation markti. For example. the Commission should 

consider whether the utiliry had the discretion when deciding on a pmicular investment or whether 

it was imposed on it by the state. In general. however. but not ain-ays. utiIities were oiven discretion 

on how to ineet demand. If it could clearly be shown that a utilin- lacked decision making discretion. 

then recovery may be appropriate. 

- 

. . . .  

. . . .  

. . - .  

. . . .  

t 



I 1 

1 

8 

s 

1c 

11 

1: 

13 
, 
\ 

.$ 14 

15 

~ 

I t  

1; 

21 

2: 

2: 

3' - ,  

Question number 1 

Q. Should the Electric Competition Rules be modified regarding stranded costs, if so. ! 

how? 

A. The Staff recommends that the Electric Campezirion Ruits be modiried io rerlect the 

Commission's broad discrerion and authoriy io address potex~al  " s m d e d  cost.-' Tine Staff iej ecrs 

the idea that ail potential competitive losses of"a$ectsd udities'. must be recovered from customers 

without regard to the circumstances of a affected ati i iy-s invzstmenrs or expendirures 

It is our recommendation that Rule 14-2- 1607 be inoaifisd so that "stranded cost" recove? 

is limited to minimize the impact of recovey on rhe e5ec:ivenzss of competition. There should be 

no guarantee of m d e d  cost recovery. Rather the oppommiv to recaver stranded costs should be 

the result of utility efforts to be more efficient. Proposed language is provided as per attachment 1. 

Q. What are the important economic concerns that you wouid iike to address? 

A.  There aie several economic Zoncerxs that have beer, raised in testimony and eiscwherz that 

the Commission should consider. The uneconomic cos1 recovery issues addressed below- are the 

riskheward symmetry, opportunism by the state. economic eEciency, and the development of a 

competitive generation market and whether recovery disrorts its development. Each of these issues 

is now discussed in detail. 

Q. Is there a risk symmetry under regulation that is being violated if there is no recovery 

of uneconomic costs? 

A. The testimony of Kenneth Gordon (on behalf of Tucson Electric Power Company) argues 

that there is a symmeny between risk and rewara that z.Uists wirh traditional re-dation. Dr. Gordon 
~ 

slates 

. . . .  

. . . .  

If the investment turns out to be successful, the company's shareholders are allowed 
to earn no more than the cost of capital in rerum. V,-~.IC:? means in effect that 
ratepayers receive the cost savings or similar benefits of the good investment. On the 
other hand, if the investment turns out to be umuccessful. shareholders are not 
penalized-ratepayers remain responsibie for covering its COSTS. (Lines 9 through 13. 
page 8) 



In sr'fscr. Dr. Gordon is 3ssening that a sharehofder's invsstmenr in a utility is riskiess. 
~ 

obsen-ation alone. ihis can be shown to be simply incorrect. First- the fact is that sharehoiders have 

been penalized in the past for baa investments. It is central to offec:ive regularion that regulators 

monitor and disailow recovey of COSTS that are imprudent or not "used and usefil." DLU1zg the lare 

nineteen-seventies and early nineteen-eighties. there were man>- disallowanccs of uriiiry costs. 

primarily nuclear investmenrs. This is the means that reguiarors devdoped to mimic a competitive 

outcome and avoid deliberate rate-base padding or simple lack of vigilance by utiiirl; mmagemenr. 

A second observation is urility cost-of<apital. If the capital market believed  at utility 

investments were riskless. then the cosr-of-capital of utilities n-ouid approximare the U.S. 

Government-s Treasury Bill rate. In facr utility cosrs-of-capital today vary in a similar way that 

competirive firms vary with respecr to expected future competitiveness of the firm. Invesrors judge 

the hture reiative comperitiveness of utilities among many orher facrors (other factors include future 

interest rates. inflation. and technoiogical change) that will affect the financial health of the c o r  v 
@%$id 

and the soundness of their invemnent This jud-ment is reflected in the cost-of-capital tllat re,,,cs 

in the capital market. This suggests that utility investors are compensated for the risk 5 a t  some 

investments may rum out to be poor decisions. 

Indeed. it is a criticism of traditional ratebasehate-of-rem regulation Ciat it is 

asyrnmerrical.' the opposite of Dr. Gordon's assertion. The argument was that if the utiiiv makes 

a good investment. invesors are limited to received only the allowed rare-of-rem. If the 

investment turned out to be a bad one, investors were penalized. 

Dr. Gordon is correct when he assem that the treatment of investment risk and reward in a 

competitive market is symmetrical. However, the Staff believes that allowins uneconom-ic cost 

recovery will result in less symmetry of risk and reward in the developing comperitive mxket. Tne 

reason for this is explained in more detail in the answer to the quesrion on the eEect t h x  recovery 

will have on the development of a competitive market. 

7 - 
A. Lawrence Koibe and William B. Tye. "The Dzrqztesne Option: 3ou- hlucn 

'Hope' Is There for Investors in Regulated Firms?" S Yale Jozrmal on Replarion. 1 1  3 I 

( 1  991). i 
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Q. Is changing to a competitive marker co v3lue uriliry m e r s  opportunism? 

A. Yo. If a smte n-ere io su-itch its mediad af vaiuarion back and forth when it bene5riee 

rarepayers 3r did so io simpiy penalize srocLIoi2ers. rnen this clearly would be oppomnism. The 

inrent Selkind the resuucruring of h e  s iecnc inGus~il; is not to punish utilities for any decision they 

made. but TO improve the incentives to minimize ioscs aver xhar has occuned under reguiarion. The 

Staffdisagrees with Dr. Gordon [lines 20 :hrough 23. page 8) that rhe state cannot change the way 

assets are vdued without compensation and to i o  ofnenvise would be oppomnism. States h a ~ e  

changed h e  way uiilities were regulated severai Limes in rhe past. For example? changing - %om 

reproducrion-cost rate-base valuation 10 original cos; or disallowing intangible assets in rate base 

(such as good will or h c h i s e  value). .Go. feaed.  slate. and local governments change tax laws 

and land use policies. and other indusrries such as airlines and uucking were deregulated usually 

without Troviding compensation to porenriai losers as a result of the policy change. 

Tne Staff beiieves that moving to a compsritive generarion market, in effect moving to a 

market valuation of assets, will provide a superior i n e m  of assessing the fair value of assets and 

judging the appropriateness of COSIS. This will imdoubrably mean hat there will be winners and 

losers as a result of the change, but ths cannor be construed as arbiuary and capricious. 

Q. 

A. 

I 

I 

Please provide your definition of “stmnded costs”? 

”Stranded costs-‘ is an issue that has emerged as the electric utility industry is being 
: 

restructured by introducing competition at tho seneration level. These costs are defined as COSTS 

incurred by a utility to serve its customers -hat \\-ere beins recovered in rates but are no longs; 

recoverable due to the avaiiability of lower-priced alternatives thar have replaced the utiiiry supplied 

power. Tne Federal Ene rp  Regulatory Commission and every state that has considered competition 

in generation has addressed this issue is some mm.tr. These costs thar are called x r m d e d ”  are 

more accurately described as uneconomic siEce Lhess costs are found by the workings of a 

competitive market and not by a got .emenr enri?. Of course. not all utilities have uneconomic 

costs and not all urilirl; costs are uneconomic. T”is depends on the Lvorking of the marks:. I f  1h2 

mailrktt price is sufficiently high. then uneconomic zosis deciine or are e ~ ~ n  el!minrr;=i. -IS [he 

- * . C ‘ k ‘ .  is d-2: 
. ,  market F~;?c= falls. uneconomic cost ~ G l l  incrzs? .  -4- ;roc!cn rhzi po!ici. mci;ers 



it is not knon-n exactly how the eenerarion mark? will de*,-tlop. and hence the t?::ex o, 

uneconomic cost problen is likewise unknown. 

Q. 

-A. 

.e - 

How are uneconomic cost treated in 3 competitive market? 

"Stranded COS'LS'' or uneconomic cosrs of a uriIiv is tsc!usive!y a repuiaton. =+nomenon. - -  

There is no direct malop to prime and unregulated markes or any xonomic iextbock -L -miions - .  

of these costs uith suggesrions on how they should be treated. In a cornpedtive marks:. z l y  i ~ s o i e r e  

or uncomperitive piant and equipment costs (or sunk costs) are ais?osed of at market ~-2i~1e. and any 

difference between market value and book value is absorbed by the fim's shareholders a r  o ~ n e r s  

(and. to a limited extent. mixpayers because of the loss can be used to offser tavabie incane'). This 

results in lower earnings. which the shareholders or owners of the h are willing to excure if there 

is an expectation of earning an adequate return on their investment later. .Alternat~ve,>. 1 .  I he firm 

simply goes out of business and its assets are sold off 

Obviously, many do not receive the full amount owed or invested. This is ike ;;lsL ' =y 

undertook to earn a return on their investment. These costs cannot be passed through to custo;---Ts ;tq% 

since. in the competitive market. finns can only charge the market price. A fm that chzges a pricc 

above marktt price will lose customers and be driven out of business by more ef5ciitnt fi,?ns. 

Investors. of course, only invesr if they believe that they will receive h e  expected r e m .  Thus. there 

is a direct relationship between the return on investment and the probability of a loss or ihe 

investment's relative risk. -4 relatively higher rerum is required for ris5er invesments. wbile lou-er 

risk investments pay a lower return. 

In a dynamic competirive market economy. assets become obsolete and are abmdoned 

regularly. An important function of a market economy is that inefficient and obsolete prec:ices and 

firms are either eliminated and replaced with more efficient and suce+or fims or for-" LLb 10 rdirecr 

their efforts to become more efficient and better managed. Overdl this results in socieq '5 Iirnrred 

.i resources being used in the most productive mamer. 1 nis limits n - m e  and strengrhem 5 2  I 

economic health of the count?. Rarely is there a third pan) tc %ai! eu" a fim :ha1 faces 3 - 

losses and financial ruin. indeed. doing 5 0  oni: hmpers  rhs screening F r x 2 s s  C Z  c mxkz 

- 

- -  - -> economy. This process is inhit.i:d when recm CT-, rnc'cJnor7:; ~ 3 ~ : s  I S  3!,ov, 2: - - _ -  . ~ 

s 
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reca\'eq. impedes ihe bt\.slopment of 3. comperirive generation marker and reduces overall 

economic zfZcienc)-. 

Tne main economic argument for ?emitting more compexion for elecmc generarion is :ha 

it encourages .(lnarnic economic efficiency. Competition cncwrages dynamic efficiency by 

inorivaring uniiries 10 take acrions rhar make ir more compe:irive. - 1 nis includes closing inefficient 

plant. m h g  xtn- inves-irnenrs thar improve the overall compe:itiveness of rhe company. reducing 

their operaring COSTS. expanding into new markets (both geographic and new products). and talilng 

other acrions io improve their comperitive position. Utilirirs across the counuy have aiready been 

lotvering prices 10 retain industrial cuslomers and municipalities that border a neighboring utility 

with 1onzr rates. Indusmal and large commercial customers. Nith the added oprion of self- 

- generation. have also been negotiating lower rates. 

Q. If %rranded cost" recovery is allowed, what effect will it have on the development of 

a comperitive market? 

A. Requiring recovery of uneconomic cost from customers wilI have a negativt impact on the 

development of a competitive generation market. In parricdar, there are three ways that recovery 

will distort a competitive outcome. First. a recovery surcharge will act as a barrier to entry to and 

exit from the generation market. Competition requires that compstirors such as new independent 

suppliers and other utilities =e able to compete on a equal basis uirh the incumbenr uriliq. T'nis 

means no special advantages a e  given to the incumbent. In fact. the incumbent utiiity will ahead>. 

have an advantage in terns of name recognition- esrablished ties with its current customers. and. in 

most cases. sunk investment that has been substantially recovered. Ths also me= that entrance 

into the incumbent utiliry's territory by alternative suppliers is not inhibited in any significant way. 

Allotking recovery of uneconomic costs. however. provides both an advantage for the incumbeni 

utiliry and makes ir more difficuit for alternative suppliers. This does not mean that no one will 

enter. only that there will be less entry than without thhz barrier. 

- 

In &&:ion. inefficiem suppiiers are encouraged to continue io operate inefccienr planrs. In 

this ni.'a> recove17.' of uneconomic costs acts as a b c i e r  to esir from rhs market \\-hen it \Louie 

othsnxisz be Zconomic to do so. Tiis is iCiate3 to the secor.2 ;rcr:crn: recosey of L-.~;OI?L~~?:!: 

9 
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- .  . 
coss reduczs the incentive to mitigate 2nd reducs unitconomlc :osrs. I 2:s :ac!; ot'incenri\.e is -n 

referred TO s the moral hazard probisn. -4 moral hazsri xr, 5s z=rrsi  Lvhen. for Csampis. 3 

government agency. usually inadvexenti:.. encourages firn,s 3r indiL-iciczis io act in a namer that 

is nor in h e  general public's Sesi interesr. .4ssumc:: ot'ieco:-s?.- of Ilnccanomic COSTS creates such 

a hazard Simply put. a firm that is gil-sn sssursncs that r e c 3 x - s ~  n--iil 5le forthcoming v,-ill not be 

as adamant about reducing costs and minimizing potenrial rmtcononic zosrs. It w-iil also be less 

aggressive about expanding into new marker areas or reraining sxisrine aqorners  if ir believes rhar 

it will be compensated for its losses. 

c 

- 

Finally. recovery of uneconomic costs can disrort h e  compe:iri\-e market because of an 

asymmeuy of risk and reward that is crexed. In c o n m t  to KzmeIh Gordon's testimony (lines 18 

through 19. page S), with recovery. an affected utility is comcensared for invesunenrs that turn out 

to be uneconomic; but for utilities thar have comperitivt gains. he re  is no mechanism being 

proposed 10 pay the gains back to ratepayers. %%en calculating uneconomic costs. it is good pr- -*ice 

to determine the ner amount by offsetting losses \vi& the gains (see a s w e r  to question 3). H 

if a utiIiry has a net gain, there is no mechanism to r e m  it back 10 rarepq-ers. In effect. only losses 

are compensated. For consistency and symrnetn; in the future comperitive generation market. the 

Staff is not proposing such a mechanism be creared. f i s  is to point OUT &e "symmerrl,i that recovery 

- - 

- 

causes and note that it is more likely that it couId nun out -'heads the uriiiry wins. tails customers 

lose." 

Combining these factors suggests that recovey of uneconomic costs c m  distort the 

competitive market. In general. the more that is recovered. the greater the impact OD, the market. 

For these reasons. the Staff recommends thar the Commissior, consider t h i s  impact on the marks: 

when it makes its decision whether or how much uneconomic Cosi to d l o ~ v .  

Q. 

c 

Some have argued that not allowing uneconomic cost recoven  will harm economic 

eficiency. Can you reconcile that claim with your  comments? 

id A. This is thought to be a consequacc of -'ur,economic b>.zss.  Uneconomic 't.>'p 

to occur when a customer choosts a sucpl;; option that is mi :hf !ov\.zs: C ~ S :  :n ; , zL~*s  c.f iong-ru:! 

mar&il cast. Tnis may arise \ i k n  cxsmlilcrs c o z p 3 r r  rke ;zc- ~ 1 2 2 ~  : : : ~ Z Z : : - ~ <  =z:,ori t!lat is 

.. 
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based on marginal cost to the utiiir>-'s 7219 :hat 1% ' x e d  on long-run average cost. This Tossibiiit?. 

was raised by Kenneth Gordon's ;es;irner.y iinej - I through 19. page 2). This is B probiem rhat v, as 

tirst raised ~.vnen. for esampie. it was ncteC That XI Industrial customer may favor self-generation 

ovsr utiiity ?on--sr when the marginai x s t  of seif-generation is compared to the uti1iF.s rate. 

Howevsr. ;he :ong-run marginal c o s  of cht utiii? may be lower. From a productive efiicienc:; 

standpoint. therefore. the supply oprion with the lowest marginal cost may not be seleusd. This 

produc:ivi: inefficiency is referred to as '-uneconomc bypass." Uneconomic bypass is likely M occur 

only in a very Iimited circumstances: when che alrernative suppiy option has a marginal COST less than 

The utiliv-s rate but greater than the uriiiv's marginal cost. Tinere are. in addition. three other 

problems n-ith this concept. 

. .  

First. uneconomic bypass has very little meaning in a competitive generation market. 

Uneconomic bypass may be a problem when the utilities are vertically integrated and the utility's 

rare refecrs the long-run average cost of all senices a utility supplies. However. when serviczs are 

unbundled- generation from different sources xiil compete based on price or marginal costs. 

Customers that choose an aitemative suppiier will be required to pay for dismbution. transmission. 

and other sysrem charges. This isolates the generarion and should avoid the uneconomic bypass 

problem since suppliers will be compering on a aarginai cost basis. 

Second. related to the problem of creating a barrier to entry and exit already discussed. 

recovery of uneconomic costs will prevent economic bypass from occurring. If a customer has a 

choice of an alternative supplier where a surcharge for recovery of rhe utiliry's uneconomic cost is 

added to the supplier's price versus the incumbent utiliry's generation price. the customer may selecr , 

the urilir).. Hou-ever. it is possible that the alternatiL-e's marginal cost is lower. For example. xsurne 

the utiiity's marginal cost is 3.5 cents:'l;TkX and the alternative supplier's marginal - cost is 2.5 

centskL3: ifthe uneconomic cost surchzrgt is 3.0 cents,k!kk. h e n  the customer will pick the urility 

since the alrenative's apparenr price is 4.5 centskWh versus the utiiiry's marginal COST of 3.5 

ccnts;kWk This is inefficient in terns or' ?roductix-e efficiency because the alrernarive' s mzrginai 

cost is lonzr. 

. . .  

1 1  
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-4nd third. even if ir  does occur- it has a minor effcc: on o\.ersil efficient:- \\.hen corn? -5 

10 the gain in dynamic sr%iciency induced by a competitive xzks:. - i o  prei.-ent uneconomic b!.Dasj 

from occminp. rhe surcharge 1vouId have IO be ser exuactl~- npht so that rhe '-correc: .. suppi\. option 

is selecred. Given the quickly changing namre of a comperitive marker ma the aifffcultl>- in 

determining the conec: amount of a surcharge. it is doubtfuui that an admlnlstrati\.eiy ierermlned 

surcharge would ever be correct. Moreover. trying to correct an uniiksiy and reIatiL-ely small 

possible efficiency loss from uneconomic bypas is more like!:- to result in much larger efficient-; 

losses by limiting alternative suppliers' penetration into the generation maker. 

In shon. there will likeiy be more hann done to the development of a competitive generation 

market from recovery of uneconomic costs than the possible harm (if ir \\-ere to occur) from 

uneconomic bypass. 

Q. 

A. 

the market's ability to reduce production costs to the minimum possible level. In e 

a self-defeating process; where the process to avoid uneconomic bypass prevents from being met the 

very condition that it was designed to address. In other words. policies designed to avoid static 

losses from possible uneconomic bypass only sacrifice the longer-term and more impoxant goal of 

fostering a dynamic competitive market. 

Please explain your perspective on economic efficiency in more detail. 

Any attempt to put in place a mechanism TO prevent uneconomic b v ~ a s s  will oniy ir -de - -  

I 

I 
! 

Th~s can be explained by considering that there are m-o general rypes ofeconomic efikiency: 

static efficiency and dynamic efficiency. Static efiiciency is achieved when po\ysr is generated by 

the lowest cos1 sources. Thus. static efficiency requires only economic bypas ofthe utiliT's system 

and no uneconomic bypass. This assumes that the utility's and the alternative supplier's marginal 

costs are minimized and remain unchanged. In ths case. prices m d  the utilin.'s and irs conpetltors' 

marginal costs do not shift from their positions and are. assumed to be at miniiiurn costs. However. 

- 

a ttus is not v e p  redistic since it is expected thar the comperitive eenention mairks1 nil1 be \.e 

and dynamic. 

- 

Because of regidation. utilities are likely IO h v e  COST infffjciencies. @;-e: I I ~ ?  1: shocid 52 
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be caused by changes in rec;hnoiogy. iuei ?rites. or regulator; >oiicy. Obxriousi>-. ir  is rhis iz:: 

fxogenous 5c:or h i t  is now c5mging. Tkss shifis in the CLUT-CS 31.t~ ume are caused 3y c i y r - m ~ ~ ~  

effecrs. h l e n  developing a regulator?; poiic:-. [herefore. it is irr,r;.onnt to dso consider :his seconc! 

and in many respecrs more imporrant type oisfliciency. 
. .  

.A key difference bemeen static and dynamic tfficienq- is :fie element of rime. Dynamrc 

efficiency assumes that the utiiiry's marzind cost can or does chmoe 3sc"r time or. mor2 impor[mtl~ 

can be induced by policy IO change. Compekive markets xt't j- namre dynamic and it is thesf 

dynamic effects that are sought in the cirrrent electric indux17 restrucnuing e5orrs. bfarkr- 

competitors are driven to innovate and conuoi costs to retain or amacr customers (as !ong as ir is or 

is expected to be profitable). Dynamic efficient regulatory oprions 7rovide more incentives for the 

utility to reduce irs costs. Utiliues can reduce costs by. for s x a p l e .  renegotiaring h e !  contracrs. 

reducing operation and maintenance COSTS. or reducing the caq-ing cost of capital. 

- - 

In theory, =tic efficiency requires that only economic bypass occurs. TEus is a necessv; 

but not sufficient condition for dynamic efficiency, however. h l i l e  there may be smic efficiency. 

or no uneconomic bypass wit5 production of a given ourput only from the lowesr cos; suppliers. &is 

does not mean that there is dynamic efficiency. Although. complere dynamic efffciency wouic 

require that static efficiency be achieved. In short, dynamic ekfciency is rhe broaae- and overall 

efficiency condition to measure social welfare. Static efficiency v.-odd only indicate d-iar producrior_ 

was from the lowest cost producers at a given rime. 

In practice, these wo definitions of economic efficiency are disrinct in orher ways 

Regulators may be able to determine if the Iowest cos1 product: is supplying ihe power. b? 

comparing known costs, however, derermininp whether this is @-namicaliy efficient u-odd probabi: 

be impossible. Dynamic efcciency is found thouoh the workings of the marktr where cusiomer: - 
are choosing heir supplier and producers are seeking ever]; oppomnirl; to recucc COSTS. Foy 

example. m y  acrion that Iimirs rhe number of competitors may x p t x  io snsil~;" econor;l?c =5?cienc] 

bur may remove competirive presswe on h e  utili? to conrrol cosis. A ~ S O .  iegula1ors ---- l r l 2 c ~ c  . 

access. entimce. or exit fees. in the interest of sraric efficient! . 5 ~ ;  ccuid i~:erferz -:\-:? . .  - 2  --z-i~ 
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- artempts +- rhe repiator to '-conecC for static inefficiencies would only harm lone-run ovL 

efficiency. 
- 

Ol-sr rime. it should be sxpected thar a competitive market would iead TO :he utiiity's 

marginai COSTS being reciuced to the marke: price. This market price would rerlscx 3 combinarion of 

the marginai costs of utilities. alternative suppliers. and so on. To be dynamic ail\.^ efficient. i t  is 

required rha  tile marks price of electricity be the marginal cost of all suppliers. Tnis also has rhe 

effect of reducing the moun t  of uneconomic costs over time. 

Q. Have others discussed this issue of economic efficiency? 

A. Yes.  Kahn separares the concepts of static and dynamic e6ciency and examines a case 

where dynamic efficiency gains may outweigh static efficiency losses. In a discussion of the merits 

of allowing a uriliry to charge marginal cost for a service. he points out that while it may be efficient 

"in the static sense" to ailow the utility to drive out its rivals. there may be some "dynamic loss if 

the result is the elimination of those competitors.'-'' He adds that preserving the competitorr " - X J  

%>@$$&e setting a price above marginal cost) would provide a "simulus" to the utility's perfommce 

"might in the iong run conmbute sufficiently to a greater and more varied innovation. to continual 

improvements in the industry's service and efficiency to ourweigh the sraric welfare loss involved 

in keeping it [the compecitor] dive."" However. restricting competition in this way. he s1ates. would 

require "a v e T  heavy burden of proof." Of course. for eiecuic utilities at this time. the debate on 

uneconomic costs is nor u-hexher competitors shouId be supported. but whether the utili? should be 

allowed IO recover uneconomic costs. Because. allowing recovery would restricr the Competitive 

3utcome. the *'heal? buden of proor' is on those who argue for recovery. Restricting the market's 

3utcome (and its dynamic benefits) by supporting uncompecitive utilities (in the inreresr of sratic 

Zfficienc?) on]:. serves io delay rhe benefits of competition for consumers and hobbies poreniial 

.Alfred E. Kahn. The Economics of ReguIorron- Principles and 1nsrIriirlol:s. 
Vd. I. Econom;: PI-inc:-Tiss (Cambridge. hLA: Tne hfIT Piess. 1988). 176. This discussion 
:oncerned .AT&T's abiii:? to. ai lis long-run rnzginal cosi. drive OUI mos; or a!! ~7~ zis , 
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competitors. The dynamic efficiency gains from reduced costs. innovation. and ;ox\ e: prlces 10 

consumers. while difficult to predicr. dmosr cexainly ounveion any loss in static LLllC;e2c~. . - 
LVenders attacks the enrire notion of uneconomic bypass and questions cvnerhrr ir scruall. 

exists. In his view. the notion of uneconomic bypass "misses the whole disequiiibrium k r u r e  of 

the comperirive process. Comperirion is a process by whch economic effic!enc>-. !n 3 sxric 

equilibrium sense. is broughr about-b (emphasis in the origmal). -~-i-y "uneconomic'- competirior, 

is "the mosr efficient means of bringing about the economic end'- and '-in the r e i  ck-orld. . . 

cornperition by allegedly inefficient providers happens all the time. and in facr in ths Ion, 0 - N Z  

improves economic efficiency." '* He adds that the '-'COSX' is not only noneconomic and sunk: It is 

a fiction created by the regulatorv process to begin with - a regulatory process hat has resulred ifi 

the massive distortions to economic efficiency.-'s' 

On the issue of regulators artempting to correct or prevent the loss from static inefficiency. 

he notes that it would "entrench the exking efficiencydistoning regulatorj mechanism and derlecr 

the correcrive forces of competition-'*' Moreover. to suggest that the regulator '-is suddenlv going 

to come up with a costing methodolog that solves the uneconomic bypass problem in the litigious 

atmosphere of a regulatory environment is naive."'" These pracrical problems of "entrenc,kent" 

- 1  - 

i 

of inefficient regulatory costs and the measurement of the inefficiency are serious limitations that 

cast significant doubt on the practicality of attempting to prevent uneconomic bypass. 
i 
I 

.. Uneconomic bypss will likely only occur in a limited ranoe and the loss in 
efficiency relatively small. The potential loss from "insufilcient" b y s s .  on the other hand. 
could occur over a much wider range and be much larger. 

- 
i 

6 John T. Wenders. Z e  Economics of Telecornmzrnicarions: T"neo9 a i d  Polir:*. 
(Cambridge. MA: Ballinger Publishing Company. 19S7), 259. 

Ibid.. 260. 7 

Ibid.. 261. s 

Ibid. 0 

Ibid.. 262. 10 
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Q. It has also been asserred that allow-ing recovery of uneconomic cost does not distc 

comperirive marker. Do you agree? 

-4. Xo. Tv~ically when Ais c!airn is made. it is already presumed that recove? wiII be ailo\vsd 

(or  should be allo~v-ed). In LGs 1-iex.v. rhe collection of the uneconomic COSKS thou& a customer 

~ ~ c h a r g e  is jirnpiy like a tax <?at is ml1ec:ed rkom all suppiiers. This \vi11 reduce the amount of :he 

quanriry supplies from alternatil-e sources. just E, a tau mi11 raise the supply schedule and reduce the 

equilibrium q m t i p  and raise h e  ?rice. It will in fact change the outcome from what wouid occur 

under comperirion without reco\.-eT. Tne proper comparison. therefore. is how the competitive 

marker is changed compared to a market mith no recovery. When it is presumed that recovery must 

be granted to s im with. this is a prior asserrion based on the analyst's view that recovery of 

uneconomic COSLS is justified: it then ceases ro be an analysis ofjust economic efficiency. 

Q. 

- .  

- 

Is there an  alternative to simply caicu!ating the amount of uneconomic cost and 

allowing some portion of recovery? 
%*wk A. The term -'stranded cost"' while now commonIy used. is a misnomer. What is acrually n, ,I 

by the term is to determine the amount that the utility's generation costs exceeds the market price 

for generation. -&I estimation ofthe producrion loss due to competition is usually attempted before 

the start of retail competition for generarion. Since, at this point in -4rizona there are currently no 

actual "suanded costs.*' the focus is on predicting utility loss in the hture competitive market or 

porenrzdstranded costs. Another aspect of the term "stranded cost" that can aIso be misleading is 

that it suggests that costs are fixed and permanent and that the Utility can do little to reduce the 

potential comperitive losses. 

-4 more appropriate u-ay to describe these competitive losses and the revenues a utility will 

be allowed to coIlec1 from cusromers is *-trasition revenues.-- When the focus is shifted to the 

tempor- revenues the utili? will receive. the emphasis is shified to detennining the amount 

n e c e s s q  to me?: specific cztena sei by ~e Commission. if the Commission decides to 

recole?. r e r  SxZmpie. the C o r r r - s i o n  could determine the Lqount necessap to maim 

fifianciai stzciiiq of rhe  utili?. . ?lxs ma! be m amount to pa>- ihe compm? ' j  debts and. p&,ap~. 

?- 

3 Educ?? r e m  T;?k ch3RgS th? fGcxs I';i?m X I ?  'o%? 3Ild ? \ p 2 2 S ?  ii,ZmS 10 ihc2 3I312fS222I't Pfth? 
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rinanciai inregrin- ofihe utiii?. Tiis u-ouid not necessarily mainrain the same leve! of Trorirabiiin 

;is under ;eguiation. In this cxe. the Commission mimares the marker revenue and an!- addirionai 

re~:snues required :o maintain :he Snmcial inregriry of the company for each year in the transition 

period. Tnis n-ould require derailed malysis ofthe utiiity’s books and records by The Commission. 

The I-ltiiiq Lvouia mil; be allowed rhese revenues during che transition period. 

As is discussed in response to question 7. if this ”transition revesue” amount is less Than ihe 

estimated uneconomic cost. &en the Commission may consider determining an mount  up front anci 

not xijusting it throughout rhe transition period. The amount can be reduced each year during the 

transition period and be zero after the zansition period. 

If it is decided by the Commission to allow recovery. the S t a f f  prefers a transition revenues 

approach 

Q. 

A. 

adopted such an approach. 

Q. 

Has any other state adopted o r  proposed such an approach? 

Yzs. There is a proposal under discussion by Ohio state legislarors. No state. however. has 

Please summarize your understanding of how economic efficiency is harmed by 

recovery of uneconomic costs? 

A. Recovery of uneconomic costs distorts the development of a competitive generation marker 

and reduces overall long-teLm economic efficiency. This occurs by making it more difficult for 

alternative suppliers to compere with the incumbent utility, discourages mitigation of uneconomic 

! 
costs by utilities, and provides an unfair advantage to incumbent utilities. Of far more long-term - 
importance to the slate than avoiding uneconomic bypass is the development of a m l y  competitive 

market. T h s  is besr done by not favofing or hobbling one supplier over another. 

Question 2 

Q. When should “Affected GtiIiries’’ be required to make a “strmded cost” fiIing pursuant 

to A.=i.C. Rl4-2-1607? 

A. Sis? days ffom when the Commission issues an Order from this Proceeding. 

17 



Question 3 

Q. What costs should be included as parr of '-srrmded cosrs" 2nd how should those cosrs 

be calculated? 

-4. There are three senera1 ?pes of -'jYrrn&d ;osis'- ihar STztes naL7e Seen considering v,-hen 

examining electric restrucruring. They are: ( 1 iosts reiated io :he generation of electricity. or 

-'production costs." (2 )  '-regularon. asse:s" ihat =e surrently car;isd on &e utility-s books. and ( 3  j 

public-policy obligations that a utiliry ma:- hax-e k e n  required IO juppon by state or iederai law or 

regulation. For most utilities in the counp-.  the 5 ~ s ~  ategory is the larges. Unibrrunatei>-. it is also 

the most difficult to calculate with precision. The second m-o categories of stranded costs are 

usually determined administratively by examining the utilities books. contracts. and public policy 

obligations. It is the Staffs view that the third categov of uneconomic costs is not a major problem 

in Arizona. 

- _  

There are several ways to estimate potential production "stianded costs." Whle  no n- 3d 

is ideal, they can be evaluated in terms of nactabiliry and abili? to evahate the results. Tht two 

basic forms of estimation are asset-by-asset or "boriom-up" approach and the lost revenue or "top- 

down" approach. The bottom-up approach can use eirher an estimate of the mark: value of the 

utility's assets or assets can be sold at auction to deremine their value. Estimating the market vaiue 

for all generating assets is time consuming and very speculative. Determining the value in an 

auction may provide a more unbiased value. but would. of course. require divesTimre of utility 

- generation assets. The bottom-up approach requires considerable investment in time. both in ierms 

of time to conduct the analysis or in terms of time needed to sell the a s sm and reso1i.e the issue. 

The top-dom approach projects the net present vaiue of the differencz benveen the 

- generation revenues that would be receix-ea if cost-based regulation continued and the projected 

revenues expected with competition. ObviousI>-. this also requires a great deal of speculation and 

numerous assumptions as well- but the data requirements a x  less than the borrom-up ap1 .I. 

Another advantage to the top-donx approach is C k r  impacts from changes in the asscrprior,. ,e 
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considcreC I. For these reasons the Scaifbeiievts char. while not ideai. the top-doum approac5 is 3 

sarisiac:or,- alternarive. 

T ie  Staff be!ieves that ths qproach is oniy appropriate for ssrimaring the size ana direc:ion 

of uneconomic costs of affected urilities in Arizona. The result of ihe analysis shouid not be used ; 

IO determine an amount of uneconomic cost that should be recovered from cusiomcs. The I 

Commission should decide the amount of nansirion revenues. if my. that are needed io meet the 

prederermined criteria discussed previously. 

Q. What is the recommended calculation methodology and assumptions made including 

any determination of the market clearing price? 

A. As noted, the Staff believes that there are many imponant assumptions that will have 

considerable impact on the estimate of uneconomic costs. The impact of the assumpuons should be 

rxpliciriy analyzed and discussed when the results are presented to the Commission. 

Specifically, the Staff recommends that when the top-down approach is used to tStimaKe 

affected utilities uneconomic costs. several assumptions should be discussed in detail and a 

sensitiviv analysis conducted on their impacr on the outcome. Tne jxojection of the market price 

for power in the region has a particularly significam impact on the estimate of uneconomic costs. 

For example- a relatively small increase in the forecasted price. hcdons  of a cent per kilowanhour. 

can significantly lower or even eliminate the esrimated amomr of uneconomic COSK. The Staff. 

therefore. recommends that a range of prices be analyzed. using at least two price scenarios. Xlso. 

these price scenarios must reflect the projection of a refail price thar end-use customers mill likely 

see. It should not be based on a projecrion of wholesale prices that wholesale ana other laroe - 
customers face in the spot marke:. 

Other important assumptions &ai should be discussed include: 

Retail demand- assumptions on b e  fume demand for elecmcity in the area should 

Discount rate - Lvhen calculating <?e ne1 present vdue of the difference b e ~ . x z n  ~ h s  
regulatory and compe1itive ie7;snue s'u'ems. the azscred utilily S ~ O L , ,  L>+ se1etr31 

also be described. Specifically. whether it is believed ha t  there will be an increase. 
decrease or that demand will remain constant over Lie period. 

, j <  -- 
different discount iares to demonstime ~e effec. . A h .  the log~c  b e h i d  :bx nunbe 
or numbers used t h x  3re bel ie ld  LO 3, the nos;  zxropnate  shouid be i : s ~ s s e 2  . _  



8 ?refit- when csiculating :he reguiatoq iey..enue stream. if there is a i-etun. investment- such as assuming The current !evd remains :he same th-oughout the 
period. it should be stated. -Aite=ativeIy. [his ma:- be impiied in the discount rate: 
if so. this shouid aiso be tspiainei 

8 

Funre variable costs- it is tspecxd rhat aEec:ed utilities Lviil be able to reduce their variable producrion costs over r i m .  Tis is because. as is often assumed. utilities 
xhere not ahvays as vigiiant in conrroiling cos; as under cost-basea regtliation as is 
likely to occur in a compedrive marker. Rsasonable assumptions of variable cost 
reductions should be included in :he projecxions and espiained. 

8 

Future capiral c m i n g  cosrs- lvhile sunk cos= h a t  have ahead? been incurred cannot be reduced. the c q i n g  cost of that capital may be reduced through 
refinancing of de3r or replacing higher cost equip- lvith debt (assuming rhat a hisher 
levei of debt will be pemirted with cornperition). 

Capital additions- any additions to the existing plant that is added. such as refurbishment of existing plants. should be described in derail. Tnis should not 
include any new plant additions since these cannot be described today as '-snanded." 

In addition. any other imponant assumptions that the company deems important should aiso be 

discussed explicitly and in detail. 

Since competition will be phased in over four years, the estimate of uneconomic costs sh~- - ' . i  

b*$+y&$ only reflect the limited exposure to a possible loss that the company will have during the p h d ~  .,i 

period. 
b 

Q. Please describe the StafFs position on the recovery of regulatory assets. 

A. Reguiatory asses categorized as posr-in sexvice Aiiowance for Funds L:sed During 

Construction (-4FUDC) should generally be classified as production costs for purposes of the top- 

down approach. AFUDC is indistinguishable from other plant costs. Revenues from plant are 

production revenues or are achieved through mitigation efforts. Therefore. the collectability of 

AFUDC should be bound up in the overall I'uture competitiveness of the particular piant to which 

he AFUDC charges are booked. 

c 

As was pointed out by Gssincer on pace 4 of her testimon:.. Tucson Elecxnc Power has 

regulatory assets of S94 million E of December 3 1. 1996. These reguiatory assets represent cenain 

excess capacity costs associated x i th  Springervi!le Unit 2 that are deferred costs. .Although 

is a regularon- asser on Tucson E!sc.,ric ?oLverbs regxiaton- books. t h m  is not a conesponding 

reflected on Tucson Elecxic Pov, 2:'s 5r.mcial books. The CornFan;, has ?Iread: t&sE 3 finm.cia! 

- - 

, 1  
* -. nnwoffof  t k s c   seis. This zx: :eo is 2 ~rdcc : :on  ~ S S S I  >;ni=. - :ne c arnpm? here has a ! : z ~ ~ l  
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written oifrhe =:e: for financxi ie?ortlng ?urposss. It is only consisrent with our suggesied geneid 

ureatme,?r of ?os:-in sen-icz -AF'i'DC thar reT.-emss from any producIion assets would be recei\.abie 

as production re-;enues or through mitigxion t Z i O n S .  
-- 

In addition. regulate? assers pursumt to F.AS 109 should be classified as production COSTS 

as well. These r=guiatory asse:s are cusiomer recci\-abies for i'urure income taxes. F-AS 109 assers 

are deferred tax liabilities u-here cusiomer receivabies for furure income 1~x2s are expected. 

.Although the booking of defezed tax liabilities as a regularor)- asset reflects general accepted 

accounting principles. the balance sheets of e!ecrric urilities also reflecr F.4.S- 109 re!ared "credits'- 

associated with $ant. As plant is depreciared ovtr time these ass21 and credit balances disappear. 

Further. F.4S 109 regulatory i?~sets are bound up in the future productivity and future profitabilin; 

of the utility as a whole. 

I 

Regulatory assets th;t should be considered are those. not otherwise dealt with above. which 

were espiicitly crested and booked a a direct resuit of an eni.ii or order of the Arizona Corporation 

Commission. . b y  other regulatory asset should be kijicwed as production costs or in connection with 

mitigation eflort of the electric utility. 

Question 4 

Q. Should there be a limitation on the time frame over which "s:randed costs'' are 

calculated? 

A. The time frame over which uneconomic costs are esrimated is another important assumption. 

The maximum is clearly the expecred life of the generation assers. Generation assets will likely be 

retired ar different inremais. Thus. when the esrimats is made of the regulatory revenues. retiring 

assets should be removed from the revenue stream. This is usually the point where the original 

invesunent is depreciated. As noted. new capital adairions should nor be factored into the analysis. 

Question 5 

Q. Should there be 3 limitation on the rcco\.er\. time frame for "stranded costs"? 

A. Since h e  r e c o l q -  of unsconomic cosis a s to r s  the de~doprnenr of a compstirive maker  as 

discussei. the i i xe  frame Shod2  bc 3 s h o ~  2s pss i j i e .  T'hr SmYrxommencs that. if recove?. is 

3. 
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?eriod. be five years or less. 

Costs. such as nuclear decommissioning COSTS. n-hicn Lxji l  =ontinut pas; :his :rm;;ii:oE -mod. 

are incfuded in System Qenerits Charge caicalations and xx-ill not 3e zansidered ~ a n  2U.r' srradecl 

costs. Staff agrees with APS t h x  nuc!ear he! disposal cosis shou!c aiso be ?a of The 5) sTem 

Benefits Charge and nor srranded costs. 

Question 6 

Q. How and who should pay for "stranded Costs" and who, if anyone. should be excluded 

from paying for stranded costs? 

-4. The alIowed transition revenues should be recovered through a "non-bypassable" customer 

or "wires" charge. This could be in the form of a surcharge added to &e distribution charge. This 

surcharge should be a separate item on customers' bills. To the esrent thar uneconomlc costs or 

nansition revenues are dlowed, disniburion customers of the affected utiliq- should be assessed the 

surcharge during the transition period. 

Question 7 

Q. Should there be a true-up mechanism and, if so, how would it operate'? 

A. The quesrion of whether there should be a true-up mechmism depends on h o ~ v  the 

Commission addresses the recovery of uneconomic costs. If the C o m i s s i o n  decides to allow 

recovery of all uneconomic costs. for example. there would certainly be a need for a -me-up 

mechanism. Since there will inevirably be errors in the forecas of uneconomic COSTS. a rrue-up is 

needed to reconcile the difference benveen the actual amount and t l e  amount recovered from 

customers. Tnis prevents customers from paying roo much. H o ~ ~ v e i .  the n e d  for s true-up 

diminishes as iess recovery of uneconomic cost is allowed. Therefore. the closer the amourx allowed 

is to the esrimate. the -greater the chance that the utiliv will recover more the acmal zqomt  of 

uneconomic costs and the stronger the need for a me-up. If the Commission allows a pomon of h e  

uneconomic costs. then there is diminished need for a true-up 11 7 echanlsii l . 

- 

. .  
r\,,,, -& 4x4 

ho the r  consideration is the adminismtive burden. .A tm2-u~ ;r.ec:?m~sm \\I:: rec::re 
> 

e y  affected utilities and proceedings 10 derermine both :he acn'qi L--_ --llcEz: 9~ 3f Llrect'ilax;c 2i"s:s "C 



rhe amount zoiltr:ed so ihar ixonciiixion c m  occur. -. 1 n i s  u-iil l k d y  3, a. l e n g ~ y  ma drm-n out 

process. 

-in siiaitiond consids~iion is iaczxi~-er. Dertmining h e  mount  of recove3 UD Conr a d  

ailowing an G z m d  xiii? to re:ain h e  2rocee.ds. may provide nore incentivt io miripare 

uneconomic ;osi .  I i h e  miiiv be!ie\-ss - h t  h e  dizerence benvetn tie x z a l  ana momr rerovere5 

\vi11 simply be rerumed to rhe c1?s~omer. h e y  \vi11 l i k i y  have 2. diminished incearive to mitigate. 

- -  

- 
1 fie mdeoE3enveen accmcy md e s e  of impiemenrarion and ~e diminished inceativss 

are snong argument zgairst baing a n e - u p  mecnaism. .Also, the SrzC believes bar there is no 

need for a uue-c;D mechanism ifd-ie Commission decides to allow nansirion revenues har is less tLhan 

the amount of ss1imared uneconomic costs. 

Question 8 

Q. Should there be price MPS or a rate freeze imposed as pan  of the development of a ! ' 
stranded cosr recove? program and if so, how should it be calcdared? 

A. Tne Conmission may consider a price cap as a safeguard agains the possibiii? of the 

components of &e unbundled rate totaling more &an the old tarilf. That is. the sum of the 

- oenerauon price, the rrarsicion ievenues allowed- transmission and disoiburion charge. and chzges 

for orher s enqcs  does nor excee5 h e  cuomer 's  forme: tariff. -4 price cap or freeze. if ssed. should 

oniy e>;?= for ~e m s i u o n  period while the mnsiuon ievenues are being coIlecred from cusroners. 

Question 9 

Q. 

A. 

What facrors should be considered for "mirigation" of srranded costs? 

1 o be consistsnr x%h dymnic efficiency anc less cosrly adninismrively. rhe b e s ~  ~ 2 y  to I 

- 



discllssed F i r  is ,mIed up 5onr rhaL utiiiIies will be d o w i  TO recover all uneconomic zosis. ihen 

it probably cmnor be pmc~cd ly  enswed &a a11 is being >one 10 reduce the xierred uriliy's 

uneconomic COSTS. Tne reson  is rhar ihtre is no realisric or ;r2c5cal way for xxmmission (or 

any orher szte  agency) to examine all x i i z 3 e  utiiiry cos= znd options. The ut i i ic  kiiows irs 

system. asses. and options berter *&an my szre  agency c a  v%ihour spending a great d e d  of rime 

and moneJ- to 5nd the idornation iself. 

-c 

Moreover, it is possible thar affscred miiiries. when gist3 assurance up-$ont. will become 

more interesed in rnziximizing their uneconomic coszs by oytrsmting rhe amount of aneconomic 

COSTS and p u r i g  forth link &on: to reduc: ir.''' f o r  esunpie, ir is not unusual io s e  utili? 

forecasts of marker prices much lower than in5eTendenr analym- projections which. of coursc. result 

in higher unezonomic COS esti.maress.ls:' 

Q. 
+.$$%* 

Are there any other issues related to stranded cost the Staff would like t o  raise? 

-4. Yes. The final issue raised here is secrrririzarion ofuneconomic costs. Tnis is E technique 

that h a  been adopted by a1 leas SLY sares so far. l 3 e  Stafi'. nowever, does not believe ihar -his 

technique is in h e  best long-rem interes of-*zona cmtorners or h e  development of a zomperitive 

maker since ir results in a si=..lficmt m s f e r  of risk from the udiry to cusomers. 

Briefiy sated sec.;ritizauon refers 10 &e crearion o f z  financial secur ip tliar is backed by a 

revenue meam piedged tc pay b e  principd 2nd interes of h a t  securiry. Tnis aey,-ice ?roviacs 

uriiiries an up-fionr lump-sum payment from 5: sale of&e semir). or bond. Secuirizrion rquires 
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through a coilection mechanism. such as ;? "mnsrrion cnarge" or a ~ e r  -'non-b>*passabie-* abiigatior" 

placed on rare?al;ers. The propern- right c3n be [ransferred by :he utili? to a designated rrustee. li' 

h s  option is exercised by the utiiiry. rhe - n s ~ e =  then issues a stmir?; or bond and pays :he utiiir;: 

the cash proceeds from the sale of the sscunp- in the financial marker less transaction costs in 

exchange for rhe propem right. The cash proceeds <he utility ret2ives should q u a i  the iiscount2i. 

present vaiue of the customer chairge reveme suem. The miiiq- or disxiburion company col1cc:r 

the cusromer charge Erom tne cusromers and transfers the i'uncs IO the trustee that then ransfers i: 

to the security hoiders. Tine benefirs of securirizarion come primarily from the repiacernenr or 

refinancing of the utiliry's exisling capital smcrure of debt and squiry with lower-cost debt. .&I); 

savings realized f?om securirizarion are ofien required to be given back to retail cusromers. 

The securities are essentially backsd by a pledge that the securities will be paid in full. 

including principal. interest. and financing costs. These securities have a value because of the 

promise to create and swa in  the revenue srream from the cusromer charge until the debt is paid. 

California. Pennsylvania, Montana Illinois, Ivlass~chuserts. and m o d e  Island have adopted 

legislation that allows utilities to use this option and other smes are considering ir. 

While securitization can potentially lower the capital carrying cost. there are ar least ~ W G  

significant drawbacks for cusromers. First. to obtain a higher bond rating than current urility debr 

and realize the lower debt cost. my securities issued would have to be inevocable and provide 

assurances rhat recove? is guaranteed for the life of the bond. Securitization provisions usually 

contain a me-up mechanism that raises or lowers the customer cnarge to adjust for changes in the 

number of cusromers or demand level. Howeve:. the amount inirially set as the principal ofthe bond 

cannot be changed. This may be a problem if the a c d  amount of competirive loss is less than the 

amount foreczsted when the principal was authorized. As noted. these estimates are based on dozens 

of explicit and implicit assumptions used in the analysis. any number of which ma); nm, out to be 

incorrect. This represents a significant risk fcr customers who n-ouid have no recourse if the loss 

does not materiaiize as expected. 

-4 sxond  lirnitarior, is r n a  securitization results in a largs infusion of cash into ::?e utili:;. 
1 .  The Commission n a y  Se able to ?ires thzt rhe cask bs used ;c bu;,. back q u i ?  mc! r=;cce c ie?~.  

7.; -- 
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no~vex-er. in 3 holding cornpan!- strucmre ihe atiii? can simpiy xansfer rhe cash to rhe hc 

compmy. This money cm be used in any manner rhe hoiding compar,y desires. including using i i  

to r e s ~ c r  comperirion. This wouia be another special advantage gmtsd  to the incumbent utili? z,d 

couici be anricomperirive. 

Q. 
A. 

Does this conclude your testimony? 

YSS. 
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XTTXCHMEYT 1 

I R1J-2- i 607.B should be modified to read: 

"T'ne Commission W >LAY allow recovery of unmitigated S m d e d  Cost by Mfected 
Utilities. ?N ORDER TO BE ELIGIBLE TO RECOVER STWhDED COST, x-\- 
-GFECTED C'TILITY MUST DEMONSTRATE THXT iT X4S SCCCESSFULLY .. 
L%-DERT-AK.ES EFFORTS TO A A .  

/=f//u/fl~.w A* iLmdtck- 
ITS C/N/E-CO&M (C C%Tf. 

R14-2- 1607.1 should be modified to read: 

The Commission shall, after hearing and consideration of analyses and recommendations 
presented by the Af5ected Utilities, M, and intervenors, determine for each -fleeted Utiliry 
the magnirude of Stranded Cost, IF ANY; WHETHER RECOVERY IS .UPROPRIAE 
.rL;VD, IF SO, THE ?LMOUNT OF RECOVERY; and appropriate Stranded Cost recovery 
mechanisms and charges IF RECOVERY IS .ALLOWED. In making its detern' inations & 

, the Commission shall consider at least the following factors: 

1. 

2. 

5. 
6. 
7 .  
8. 

9. 
10. 
11. 

The impact of Stranded Cost recovery on the effectiveness of competition; KihTD 
W.4YS TO bfNMIZE THAT IiMPACT; 
The impact of Stranded Cost recovery on customers of the Affected Utility who do 
not participate in the competitive market; 
The impact, ifany, on the Affected Utility's ability to meet debt obligations; 
The impact of Stranded Cost recovery on prices paid by consumers who participare 
in rhe competitive market; 
The degree 10 which the Affected Utility has mitigatea or offset S n n d e d  Cost; 
The degree to which some assets have values in excess of their book values; 
Appropriate treatment of negative Stranded Cost; 
The time period over whch such Stranded Cost charges may be recovered. The 
Commission shaII limit the appiication of such charges to a specified time period; 
The ease of determining the amount of Stranded Cost; 
The applicability of Stranded Cost to interruptible customers; 
The amount ofeIectricity generated by renewable generating resources owned by the 
Affected Utility. 
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stranded costs. Organize and conduct workshops and conferences on regulatory 
issues for state commissions. Present results of research to commissioners, staff, 
legislators, utiliry representatives, consultants, governmem officials, etc. Interact 
with the University assisting graduate students in their research and presenting 
occasional lemres on particular topics of interest 

mailto:Rose.8@osu.edu
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P RO F ES S 1 0 N A L EXP ERI EN CE - condn ued 1 
2/84 - 6/89 Economist, Energy and Environmencal Syxems Division, 

Argonne National Laboratory, Argonne, IL. 

Conduaed economic analyses for the US. Department of Energy, the U S .  
Department of the Interior, Bureau of Land Management, h e  U S .  Deparunenr of 
Commerce, Bureau of the Census, and the US. A n y  Corps of Engineers, Insriture 
for Water Resources. 

PROFESSIONAL SOCIETIES AND ACTIVITIES 1 
Member of h e  American Economic Association. 

Member of the International Association of Energy Economim. 

Member of rhe National Association of Regulatory Utiiiv Commissioners Staff 
Subcommitcee on Eiecuicity, 1 990-present 

Panicipant in the Keystone Center's Dialogue on Scare Regulation of Allowance 
Trading, 1 99 1 - 1993 

Member of New York Mercanuie Exchange's Emission Allowance Advisory 
Committee 

Member of the National Association of Regulatory Utiiiry Commissioners Staff 
Subcommittee on Economics and Finance, 1989/90. 
Trustee and Chairman of energy economics session for the Illinois Economic 
Association, 1 9 8 8. 

December I997 



KENNETH ROSE -- conrinued 

BOOK CONTRIBUTIONS_ 

Kenneth Rose, “Implementing an Emissions Trading Program in an EconornicaIIy 
Regulated Indusuy: Lessons from the SO, Trading Program” in Marker Based 
Approaches to Environmenral Policy: Regulatory Innovations to the Fore, Richard F. 
Kosobud and Jennifer M. Zimrneman, eds. (New York: Van Nosuand Reinhold, 
1997). 

Kennerh Rose, “Planning Versus Competition and Incendves: Conflicts, 
Complements, or Evoluuon?” in Reforming Elemicky Regularion: Fitring Regional 
Nerworks inro a Federai System, CIinton J. Andrews, ed. (Westpon, CT: Quorum 
Books, 1994). 

ART] CLES 

Kennerh Rose, “Securitization of Uneconomic Con :  Whom Does I t  Secure?” Public 
Utifiries Formighdy Vol. 135, No. 1 1 (June I ,  1997). 

Herbert C. Thompson, Jr. and Kenneth Rose, “Merge, Consolidate, Grow, or Spin 
Off? The Costs and Synergies of VeITical Integration,” Public Utilities Fortnightly 
Vol. 134, No. 17 (September 15, 1996). 

Kenneth Rose, ‘‘Twelve Common Myths of Allowance Trading: Improving the LeveI 
of Discussion,” The Eiemicity Journal Vol. 8, No. 4 (May 1995). 

Kenneth Rose, “PUC Treatment of Compliance Costs: Ratepayers, Utiiities 
Allowance Market,” Compliance Srraregies Review (January 1 8, 1 993). 

the 

Kenneth Rose and Robert E. Bums, “A Need to Act: The FERC, the State 
Commissions, and the Clean Air Act,” Public UtiIities Formighdy Vol. 130, No. 
1 1 (December 1, 1992). 

Barry D. Solomon and Kenneth Rose, “Emissions Trading: Incentives-Not 
Preapproval,” The Elemicky Journal Vol. 5, No. 6 (luiy 1992). 

Kenneth Rose, “PriceCap Regulation: Some Implementation Issues,” Quarterly 
Bulletin 12, no. 4, The National Regulatory Research Insumte (December I99 1 ). 

K. Rose and J. F. McDonald, “Economics of EIecmcity Self-Generation by Indusuial 
Firms,” The Energy Journal 12, no. 2 ( 1 99 1 ). 

32 December 1997 



i 

KENNETH RCSE -- cominued 

TESTIMONY 

General Assembly of rhe Stare of Ohio, Joint Cornminee on Elecrric Utiiiry 
Deregulation, May 8, 1997. (CommenE.) 

U S .  House of Representatives, Comrninee on Government Reform and Oversighc 
House of Representatives, Subcornminee on the Postal Service, April 16, 1997. 
(Prepared statement published in Hearing proceedings for H.R. 22, The Postal 
Reform ACK of 1997.) 

The Pubiic Service Commission of h e  Sure of Mississippi, “Benefits to Mississippi 
from Compeution and Treaunent of Utiliry Uneconomic Con,” April 14, 1997. 
(Comments addressed a t  Docker No. 96-UA-389.) 

U.S. House of Representatives, Cornminee on Energy and Commerce, 
Subcornminee on Energy and Power, “The SOz Emissions Trading Program: Events 
and Lessons So Far,” October 5, 1994. (Wrinen testimony published in PUR 
Utility Quarreriy, A Special Supplement, Four& Quarrer, 1994.) 

REPORTS 

Kennerh W. Costeilo and Kenneth Rose wich John Hoag, An Ex Ante Analysis of 
Rerail Compeuuon in the Electric Power Indusuy: The Case of Kansas, The Nacional 
Regulatory Research Institute, NRRI 97-25, Columbus, Ohio (forthcoming). 

Kenneth Rose, et al., Summary of Key S s t e  Issues of FERC Orders 888  and 889, 
The National Regulatory Research Inxitute, NRRI 97-08, Columbus, Ohio 
(January 1997). 
Kenneth Rose, An Economic and Legal Perspedve on EIemic Utility Transition 
Costs, The Nauonal Regulatory Research Innimte, NRRI 96-1 5, Columbus, Ohio 
(July 1996). 

Herbert G. Thompson, et ai., Economies of Scale and Vertical Integration in the 
Investor-Owned Elearic Utiiicy Industry, The Nauonal Regulatory Research 
Innirute, NRRI 96-05, Columbus, Ohio (January 1 996). 

Scott Hempling, Kenneth Rose, and Robert E. Bums, The Regulatory Treament of 
Embedded Costs Exceeding Market Prices: Transition to a Competitive Elemic 
Generation Marker, A Briefing Document for State Commissions, The National 
Regulatory Research Institute, NRRI 94-24, Columbus, Ohio (November 1 994). 
(Also printed and distributed by the National &sociation of Regulatory Utility 
Commissioners, Washingon, D.C.) 
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REPORTS - continued 

Kennerh Rose, Paul A. Cenrolella, and Benjamin F. Hobbs, Public Utilicy 
Commission Treatment of Environmental Externalities, The National Regularory 
Research Institute, NRRI 94-1 0, Columbus, Ohio (June 1994). 

Mohammad Harunuuaman, Kennerh W. Costello, Thomas P. Lyon, Edward H. 
Jennings, Kenneth Rose, Covindarajan lyyuni, Mark Eifen, and Timothy Viezer, 
Regulatory Practices and Innovative Generation Technologies: Problems and New 
RateMaking Approaches, The National Regulatory Research Institute, N RRI 9 4- 
05, Columbus, Ohio (March 1994). 

Kenneh Rose, Alan S. Taylor, and Mohammad Harunuuaman, Regulatory 
Treatment of Electric Utility Clean Air Act Compliance Snategies, Costs, and 
Emission Allowances, The National Regulatory Research Instime, NRRI 93- 1 6, 
Columbus, Ohio (December 1 99 3). 

Presentations and Papers From the National Seminars on Public UuIiry Commission 
Implementation of the Energy Policy Act of 1992, compiled by Kenneth Rose, The 
National Regulatory Research Inrriture, NRRI 93- 1 5, Columbus, Ohio (December 
1993). 

Kenneth Rose and Roben E. Bums, eds., Regulatory Policy Issues and the CIean Air 
Act Issues and Papers From the State Implementation Workshops, The NarionaI 
Regulatory Research Institute, NRRI 93-8, Columbus, Ohio (July 1993). 

<*&b 

Kenneth Costello, Roben E. Bums, Daniel J. Duann, Roben J. Graniere, 
Mohammad Harunuzzarnan, and Kenneth Rose, A Synopsis of The Energy Policy 
Act of 1992: New Tasks for State Public Utility Commissions, The National 
Reguiarory Research Indnrte, NRRI 93-7, Columbus, Ohio (June 1993). 

Kenneth Rose and Roben E. Bums, Regulatory Policy Issues and the Clean Air ACT: 
An Interim Report on the State Implementation Workshops, The National 
Reglarory Research Irmjrute, NRRI 92-1 7, Columbus, Ohio (August 1992). 

Kenneth Rose, Robert E. Bums, Jay 5. Coggins, Mohammad Harunuuaman, and 
Timothy W. Viezer, Public Utility Commission Implementation of the Clean Air 
A d s  Allowance Trading Program, The National Regulatory Research Institute, 
NRRI-92-6, Columbus, Ohio (May 1992).  
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REPORTS - continued 

Raymond W. Lawton and Kenneth Rose, eds., Regularory Perspecrives on Price 
Caps, The National RegulaLory Research Instime, NRRI-9 1 -05, Columbus, Ohio 
(February 1 992). 

Narayan 5. Rau, Kenneth Rose, Kennerh Costello, and Youssef Hegazy, Mehods to 
Quantify Energy Savings From Demand-Side Management Programs: A Technical 
Review, The Nadonal Regulatory Research Instiate, NRRI-9 1 - 1 I ,  Columbus, Ohio 
(Oaober  1991). 

Kenneth Rose and Roben: E. Bum, Overview and Discussion of the Key Regulatory 
Issues in Irnpiemenung the EIecuic Utility Provisions of the Clean Air Act 
Amendments of 1 990, The National Regulatory Research Institute, NRRI-9 1 - 10, 
Columbus, Ohio (June 1 99 1 ). 

Roben E. Bums, Kenneth Rose and Mark Eifen:, implementing a Competitive 
Bidding Program for Electric Power Supply, The National Regularow Research 
Institute, NRRI-90-15, Columbus, Ohio (lanuary 199 1 ). 

Roben E. Bums, Kenneth Rose, Kenneth W. Costello, and Narayan S. Rau, 
Discussion Papers Reviewing and Critiquing Comments on the Commission-Ordered 
Investigation on Transmission Access and Pricing, prepared under a contract 
beween the NRRI and the Public Utilities Commission of Ohio (October 1990). 

&yW% 

Roben E. Bums, Kenneth Rose, Kenneth W. Costeilo, and Daniel J- Duann, 
Discussion Papers Reviewing and Critiquing Comments on h e  Commission-Ordered 
Investigation on Competitive Bidding, prepared under a conuaa between the NRRI 
and the Public Utilities Commission of Ohio (September 1990). 

J. M. Pfington, K. Rose, A. Novickas, and R. G. Williams, The Land Use 
Assessment System: A Field Manual and Computer User's Guide, Draft Repon, 
Argonne National Laboratory, Argonne, Illinois (April 1 990). 

T. D. Veselka, J. C. VanKuiken, G. D. Parker, and K. Rose, Introduction to the 
Argonne Utility Simulation (ARGUS) Mode!, Argonne National Laboratory Repon 
ANWEAIS-TM- 10, Argonne, IIIinois (March 1 990). 

35 December 1997 



KENNETH ROSE -- condnued 

REPORTS - conrinued 

Kevin Kelly, Roben E. Burns, and Kenneth Rose, An Evaluation for NARUC of the 
Key Issues Raised by the FERC Transmission Task Force Repon, The National 
Regulatory Research Institute, NRRJ-90-7, Columbus, Ohio (January 1 990). 

Roben E. Bums, Daniel J. Duann, Kenneth Rose, Kevin Kelly, and Narayan 5. Rau, 
"Discussion Papers on Competitive Bidding and Transmission Access and Pricing 
Issues in the Context of Integrated Resource Planning," prepared under a contract 
berween the NRRI and the Public Utilities Commission of Ohio (January 1990). 

D. A. Hanson et ai., Regulatory and Infrasu-ucnrre Impediments to the Efficient Use 
of Namral Cas, Study 2 Report of the Natural Gas Initiative of the US. 
Department of Energy, Draft Report, Argonne National Laboratory, Argonne, 
Illinois (May 1 9 8 8). 

Kenneth Rose, Economic Analysis of Elemiciry Self-Generation by Industrial Firms, 
Ph.D. Dissertation, Depanment of Economics, University of Illinois a t  Chicago, 
Chicago ( 1  988).  

D. A. Hanson, K. Rose, and E. J. Kohour, Analysis of the Dim'bution of NPC 
Respondents: Alternative Oudooks for Oii and Natural Cas, Draft Report, Ar, Donne 
National Laboratory, Argonne, Illinois (November 1 986). 

K. Rose, Measures of Inputs and Outputs for Service Indumb,  Draft Report, 
Argonne National Laboratory, Argonne, Illinois (May 198 5). 

**ah, 

K. Rose, S. LaBelIe, R. Winter, and Y. Klein, Impacts of the Proposed EPA Acu'on 
to Reduce Leaded Gasoline Use on Minorities and Low-Income Households, 
Argonne National Laboratory Repon: ANL/EES-TM-28 9, Argonne, Illinois (April 
1985). 

D. W. South, J. C. Nagle, J. W. Nagle, K. Rose, and R. C. Winter, Local Effects of 
Tar Sands Development a t  the Tar Sands Triangle Site in Utah: A Socioeconomic 
Analysis, Draft Report, Argonne National Laboratory, Argonne, Illinois (February 
1985).  

Kenneth Rose and David W. South, Effects of Petroleum Market Deresgiation on 
Minority and Low-Income Households: A Dererminant Analysis and Research 
Agenda, Draft Report, Argonne National Laboratory, Argonne, Illinois (January 
1985) .  

i 
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REPORTS - continued 

D. W. South, J. C. Nagle, 1. W. Nagle, K. Rose, and R. C. Winter, Areawide and 
Locai Effecrs of Tar Sands Development a t  the Sunnyside Sire in Utah: A 
Socioeconomic Analysis, Argonne National Laboratory Repon: ANLIEES-TM-2 49, 
Argonne, Illinois (April 1 9 8 4). 

CONFERENCE PAPERS 

Kenneth Rose, “Some Additionai Observarions on the Developing Sulfur Dioxide 
Allowance Trading Market, ” Conference Proceedings, Market Tools for Green 
Goals: Studies of the Use of Market Incentives to Resolve Environmental Problems 
(Chicago: Board of Trade of the City of Chicago, 1 997). 

Kenneth Rose (with Scott Hempling and Robert E. Bums), “Electric Utiiity Industry 
Restructuring and Transition Costs: Reconciiing Economic Efficiency and Regulatory 
Consistency,” White Paper #4, Joint NARUUEEI Seminar: “Regulating in a 
Transitional Environment,” Providence, Rhode Island, ApriI 1 9, 1 995. 

Kenneth Rose, “Twelve Common Myths of Allowance Trading: Improving the Level 
of Discussion on the Issue,” panel on “Fine Tuning the Allowance Market,” 
National Association of Regulatory Utility Commissioners 106th Annual 
Convention and Regulatory Symposium, Reno, Nevada, November 16, 1 994. 

Kenneth Rose, “Tradable SO, Pemiu With a Regulated EIecuic Industry,” 
presenred a t  “Marketable Emission Permits for the Proteaion of the Environment” 
session, Midwen: Economics Association meeung, Chicago, Illinois, March 2 6, 
1994. 

Kenneth Rose, “PUC Reaaions and Regulatory Trearment of AIIowance Trading, ” 
presented a t  “Clean Air Response: Achieving Compliance in an Evolving Market,” 
cosponsored by Elemic Power Research Inxhte ,  Cantor Fingerafd, Centre 
Financial, Eagles Group, and Emissions Exchange, Baltimore, Maryland, March 3, 
1994. 

Kenneth Rose, “The Environment and The Role of the PubIic Utiiity Commissions,” 
presented at  the 15th Annual N o d  American Conference of the International 
Association for Energy Economics, Seatcle, Washington, October 1 1, 1993. 

Kenneth Rose, “Regulatory Choices and the Energy Policy Act: Three Alternadve 
Paths,” presented a t  Conference on Future Power Needs in Pennsylvania, sponsored 
by the Pennsylvania PubIic Udlity Commission, Harrisburg, Pennsylvania, Seprember 
27, 1993. 
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CONFERENCE P A P E ~ S  - condnued; 

Kenneth Rose, “Planning Versus Comperition and Incentives: Conflim, 
Complemenq or Evolution?” presented a t  the Electricity and Federalism 
Symposium, Princeton University, Princeton, New Iersey, June 24, 1993. 

Kenneth Rose, “Public UtiIiry Commission Treatment of Environmental 
Externalities,” presented a t  the Seventh Annual Regulatory Educational Conference, 
sponsored by The Canadian Association of Members of Public Uriiity Tribunals, 
Banff, Albem, Canada, May 12, 1993. 

Kenneth Rose, “Regulatory Treatment of Allowances and Compliance Costs,” 
presented a t  Implementing Emissions Trading, held by The H. John Heinz I11 School 
of Public Policy and Management and The Pennsylvania Public Utility Commission, 
Pimburgh, Pennsylvania (December 8, 1992). 

Kenneth Rose, “Regulatory Treaunent of Emission Allowances and the AIlowance 
Trading Marker,” presented a t  the Seminar on Power Conuacring in a Compeduve 
Marker, sponsored by ECC, Inc., Arfingon, Virginia (October 7, 1992).  

-4$qc*z Kenneth Rose, “Public UtiIity Commission Policy and the Allowance Market: Some 
Implementation Issues,” presented at  “Will Utility Regulation Fmmate or Advance 
Environmental Reform? Regulatory Treament of Clean Air Act Acid Rain 
Allowances,” sponsored by The Federal Energy Bar Association and The American 
Bar Association Seaions of Natural Resources, Energy and Environmental Law and 
Public Utiiiry, Communicauons 
Coordinaung Group on Energy Law, Washingon, D.C., May 20, 1992. 

Transpondon Law in cooperation with 

Kennetf7 Rose, “Public Utility Commission Poiicy and the Allowance Market: Some 
Implementation Issues,” presented a t  the National Conference of Regulatory 
Attorneys, Columbus, Ohio (May 5, 1992). 

Barry D. Solomon and Kenneth Rose, “Privatization of Pollution Rights: Making b e  
Market for SO, Emissions,” presented to the Association of Amencan Geographers, 
San Diego, California (April 19, 1992). 
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CONFERENCE PAPERS - continued_ 

Kennerfi Rose, “Scare Regulatory Policy and h e  Allowance Marker: Ratepayers’ 
Interest and Marker Developmenr,” presenred a t  the Conference on Elecrricity Law 
and Regulation, sponsored by The American Bar Association Sections of Natural 
Resources, Energy., and Environmenral Law; Adminisuative Law and Regulatory 
Practice; and Public Utility, Communications and Transportation Law, Denver, 
Colorado (March 12, 1992).  

Kenneth Rose and Mark Eiferr, “Competitive Bidding for Power Supply: A Survey 
of State Public Utility Commissions and Invenor-Owned Utilities,” presented a t  
NARUC Biennial Regulatory Infomarion Conference, Coiumbus, Ohio (September 
1990). 

Kenneth Rose, “Regulated Utility Pricing Incentives with Price Cap Regulation: Can 
It Correct Rate of Ream Regulation’s Limitations?” presented a t  the Forum on 
Alternatives to Rate Base/Rate of R e a m  Regulation, sponsored by &e Michigan 
Public Service Commission, Lansing, Michigan (May 1 990). 

T. D. VeseIka and K. Rose, “Marker Peneration Potenrial of New Clean Coal 
Technologies,” in proceedings UIiliry Opportunities for New Generation, Edison 
Electric Insritute and EIecrric Power Research Institute, Boston, Massachusem 
( 1  989).  

K. Rose and ]. F. McDonald, “Relative Importance of Economic and Engineering 
Factors Influencing indusu-ial Cogeneration,” in proceedings of the Ninth 
International Conference, World Energ  Markets: Coping with Inmbility, 
International Association of Energy Economists, Calgary, Albem, Canada ( 1987). 

,.e- 

Kenneth Rose, “Factors Infl uencin? Indumial Cogeneradon,” in proceedings of the 
16th Annual Meeting of the IlIinois Economic Association, Chicago, Illinois 
( 1  986). 

“Securiuzauon and Its Discontents,” presenred a t  S” DOE/NARUC National 
Elecuiciry Forum, Washington, D.C., December 8, 1997. 

“Securitizauon and Its Effect on Indiana,’’ presented a t  Indiana Energy Conference, 
Indianapolis, Indiana, December 5, 1997. 
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PRESENTATIONS - conrinued 1 
“What Do We Get With Srranded Cost Recovery?” presented a t  ELCON Seminar, 
“Power Politics: Stare and Federal Initiatives,” Washington, D.C., Ocrober 30, 
1997. 

“Electric Utility Securitization,” presented to State of Vermont House of 
Representatives, House Elemic Utility Regulatory Reform Cornminee, Montpelier, 
Vermont, Ocrober 1 ,  1997. 

“Performance-Based Ratemaking,” presenred to State of Vermonr House of 
Representarives, House Electric Utility Regulatory Reform Commirree, Montpelier, 
Vermont, Ocrober 1, 1997. 

“Securitization of ‘Stranded Costs’: Benefits and Risks to Customers,” presented a t  
Fall Meeting, NARUC Staff Subcomminee on Accounts, Pordand, Oregon, 
September 22, 1997. 

“Elecrric Indumy Resmcnrring: Activities and Issues Around the Counuy,” 
presented m Indiana General Assembly, Reglamy Flexibiiity Committee, 
Indianapolis, Indiana, September 10, 1 997. 

“Securitization of ‘Stranded Costs’: Benefits and Risks to Cuscomen,” presented a t  
conference, “Implemendnp EIecnic Retail Access in Illinois,” Springfield, Illinois, 
September 5, 1997. 

&!h, 

“Securitization of ‘Stranded CON’: Benefits and Risks to Cunomers,” presenred to 
the Kansas Retail Wheeling Task Force, Topeka, Kansas, September 3, 1997. 

“Stranded Costs,” presented to the Kansas Retail Wheeling Task Force, Topeka, 
Kansas, September 3, 1997. 

“Elecuic lndumy Restructuring: Activities and Issues Around the Counny,” 
presented a t  1997 American Bar Association Annual Meedng, Seaion of Public 
U tiliry, Communications and Transportation Law, San Francisco, California, August 
5, 1997. 

“Scrutinizing Securitization: A ‘Win-Win’ Solution or a Catch-22 for Consumers?” 
presented at  NARUC Summer Committee Meetings, Cornminee on Electricity, San 
Francisco, California, ]uly 2 1, 1 997. 
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I PRESENTATIONS - continued 1 
Forum Co-Chair a t  IBC’s 3rd Annual Industry Forum, Washingon, D.C., June 25, 
1997. 

“Will Nucfear Power Be Competitive in the Future EIecmc Generation Marker?” 
presented a t  IBC’s 3‘d Annual Indunry Forum, Washington, D.C., June 25, 1997. 

“Electric Indumy Restrumring: Acrivities and Issues Around h e  Country,” 
presented a t  the Electric Competition Roundtable of the Public Utilities Commission 
of Ohio, Columbus, Ohio, June 19, 1997. 

“Securitization: A Free Lunch or Market Risk Trap for Consumers?” presented a t  
1997 NASUCA Mid-Year Meeting, Charleston, South Caroiina, June 10, 1 997. 

“Nuclear Power in a Restructured Elecrric Utility Industry,” presented a t  Nuciear 
Engineering Seminar, NE 88 1,  The Ohio State University, Columbus, Ohio, May 
27, 1997. 

Presenration before Stranded Cost Working Group of the Virginia State Corporation 
Commission, Richmond, Virginia, May 2 1, 997. 

“The U S .  Experience with Wholesale Market Cornperidon,” presented a t  The 

Access in Canada and U S .  Trade,” Toronto, Canada, May 1 5, 1997. 
Canadian Indtute Conference, “Electricity Cornpetition and Transmission: Open . -. 

“Elemic Industry Restructuring: Activities and Issues Around the Counuy,” 
presented a t  Georgia PubIic Service Commission EIecnic Remumring Workshop, 
AtIanra, Georgia, April 4, 1997. 
“Nuclear Power In a Competitive Generation Market: Delicate Hothouse Flowers or 
Invasive Kudzu?” presented a t  Oak Ridge National Laboratory, Oak Ridge, 
Tennessee, January 30, 1997. 

“Nuciear Power In a Competitive Generation Market: Delicate Hothouse Flowers or 
Invasive Kudzu?” presented a t  “Nuclear Power In a Competitive Era: Asset or 
Liability?” sponsored by NARUC and The Nuclear Waste Program Office, Fon 
Myers, Florida, January 24, 1 997. 

“Economics of ‘Stranded Cost’ for Electric Utiiities,” presented a t  Universiry of 
Illinois a t  Chicago, Department of Economics Seminar, Chicago, Illinois, December 
6, 1996. 
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PRESENTATIONS - continued 1 
“Developing a Merger Policy in a Competitive Electric Marker,”The Federal Energy 
Bar Association Mid-Year Meeting, Energy Mergers Panel, Washington, D.C., 
November 14, 1996. 

“The Impact of Mergers on Rerail Competition,” presented a t  Instime of Public 
Utilities Michigan State Universiry Conference, “Anurnst, Merger Guidelines, and 
Regulation of Utility Consolidation, Washington, D.C., November 7, 1996. 

“A State Regulatory Perspecrive on FERC Open Access,” presented at American 
Public Power Amciation “Pre-Seminar Workshop: FERC Orders No. 888 and 
No.889 on Open Access,” Wiiliamsburg, Virginia, Oaober 27, 1996. 

“Determining Stranded Cos Liability,” presented to the Public Utiiities Commission 
of Ohio, Columbus, Ohio, August 26, 1996. 

“lrnplications of Changing Risks in the Electric Utiiiry lndusuy: Regulatory 
Strategies,” presented at the 1996 Western Conference of Public Service 
Commission’s 5 5th Annual Convendon, Snowbird, Utah, June 1 0, 1 996. 

“Overview of Stranded Cost Issues: A Regulatory Perspecfive,” presented a t  EDS 
Financial Issues Conference, Stone Mountain, Georgia, May 7, 1996. pT‘k 

“Regulatory Treatment of Stranded Cons and Benefits,” presented a t  the Seventh 
Institute of Public Uuiities’ NARUC Advanced Regulatory Studies Program, 
Annapolis, Maryland, January 25, 1996. 

“Irnpiernenration and Stare Repercussions of the FERC Mega-NOPR,” presented at 
the Seventh institute of Public Utilities’ NARUC Advanced Regulatory Studies 
Program, Annapolis, Maryland, January 25, 1996. 

“Overview of State Cornmission Adon  on Electric Utility Industry Restructuring,” 
presented to the Virginia-Maryland-Delaware Association of Electric Cooperatives, 
Richmond, Virginia, January 22, 1996. 

“Overview of State Commission Action on Electric Utility Indusny Restructuring,” 
presented to the Ohio Public Uuiities Commission, January 1 7, 1996. 

“Mitigating Transition Costs: Options for Regulators and Utiiities,” presented at  
“Transition Costs in a Remcturing EIemic Industry Workshop,” a t  the Third DOE- 
NARUC National Electricity Forum, Washington, D.C., December 3, 1995. 
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[PRESENTATIONS - condnued I 
“Overview of Electric Power Issues,” for the Ceorsja Public Service Commission, 
Adanta, Georgia, October 12 and 13, 1995. 

“Public Utility Commissions and the SO, Allowance Trading Prugram,” presented 
a t  MIT Energy and Environmenrai Policy Workshop, Massachusem Institute of 
Technology, Cambridge, Massachusem, Oaober 5, 1 99 5 

“Achieving Compliance with FERC’s Evolving Regulations,” presented a t  “Valuing 
and Recovering Stranded C o s  in the New Age of Competitive Power,” held by 
The Center for Business Inteiligence, Washinson, D.C., September 22, 1995. 

Panel Parricipant a t  “The Illinois EIectriciry Policy Summit,” panel on “The 
Influence of Technology,” sponsored by the Illinois Commerce Commission and the 
Kellogg School of Management, Northwesrern University, Evannon, Illinois, 
September 2 1, 1995. 

lfState vs. Federal: Whose Way Will Prevail in the Move to Deregulation?” 1995 
Proscreen I1 Forum, “The Transirion to Market-Based Planning,,” Adanta, Georgia, 
September 19, 1995. 

“The Future of Environmental Regulation,” 1995 Proscreen I1 Forum, “The 

“Summary of Stare Commission Comments on the Federal Energy Regulaxory 
Commission’s Supplemental Nouce of Proposed Rulemaking (Docker No. RM94-7- 
001 ) ‘Recovery of Stranded Com by Public Utiiities,”‘ NARUC Commitcee on 
Electriciry Retreat, Knoxville, Tennessee, Sepcember 14, 1995. 
“Regulatory Treaunent of Scanded Costs,” (with Scott Hempling) presented a t  the 
NARUC Annual Regulatory Sadies Program, Michigan Scaxe University, Eas 
Lansing, Michigan, August 9, 1995. 

Transition to Market-Based Planning,” Adanta, Georgia, September 1 8, 1995. ,“3@h 

“Environmental Issues and Externalities in Regulation,” presented a t  the NARUC 
Annual Regulatory Smdies Program, Michigan Sure University, Easr: Lansing, 
Michigan, A u g n  3, 1995. 

“How is the Clean Air Ads Allowance Trading Program Working?” Mid-America 
Regulatory Commissioners Conference, “The Regulatory Forecasc Change for the 
Better?” Indianapolis, Indiana, June 12, 1995. 
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PRESENTATIONS - continued I 
“What State Commissions Will Look for When Dealing with Stranded Cost,” 
presented a t  “Successfully Overcoming Stranded lnvesunent in the New 
Comperitive Power Market,’’ held by International Business Communications, Lake 
Buena Vim, Florida, May 16, 1995. 

Round Table Pankipant, Stranded Costs Plenary Session a t  The US. Depamen t  of 
Energy and National Association of Regulatory UtiIiry Commissioners’ Second 
National Elecuiciry Fomm, Providence, Rhode Island, April 2 1, I 995. 

“Should Externalities be Considered, and if so, by Whom?” Social Costing 
Workshop, held by the British Columbia Utilities Commission, Vancouver, British 
Columbia, March 29, 1995. 

“ Incentives-Based Approaches to ControlIing Externalities,” presented a t  Brave New 
World: Managing Externalities in a Competitive EIecuic Uuiiry Industry, sponsored 
by Center for Regulatory Studies, Chicago, Iiiinois, November 17, 1994. 

“Stranded Cons. Through the Looking Glass: Regufatory Advenrvres in the Land of 
Rerail Wheeling in Electric Utilities and Bottleneck Competiuon in 
Telecommunications,” National Association of State Utiiiry Consumer Advocates 
(NASUCA) Annual Meeting, Reno, Nevadz, November 14, 1994. 

Round Table Participant, “Equity and Efficiency in Reraii Markeu: How Can They 
Be Optimized?,” The U.S. Deparunent of Energy and Nauonaf Association of 
Regulatory Utility Commissioners’ National Electricity Fomm, Washingon, D. C., 
November 2, 1994. 

A?#@?+, 

Moderator and speaker, session on “Application of Market-Based Mechanisms for 
Environmental Protection-What Works? What Doesn’t? What is Next?,” Public 
Policy Roundtable on Business and the Environment, Sponsored by the School of 
Public Policy and Management and the School of Naurai Resources, The Ohio 
State University, Columbus, Ohio, October 14, 1994. 

“Electric Utiiity Regulation and rhe Environment: Recent Anions and Debate in the 
US.,” Principles and Practices of Social Costing Conference, Saskatoon, 
Saskarchewan, September 22, 1994. 

Chairperson, Electricity Indusny Remucturing Sessions of the N i n h  NARUC 
Biennial Regulatory Information Conference, Columbus, Ohio, September 7-9, 
1994. 
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KENNETH ROSE -- conunued 

PRESENTATIONS - continued 1 
“Regulatory Treament of Environmental Issues,” presented a t  the NARUC Annual 
Regulatory Smdies Program, East Lansing, Michigan, Augpst 3, 1994. 

“Implications of the Clean Air Acr Amendments of 1990 for State Regulauon,” 
presenred a t  che NARUC Annual Regulatory Studies Program, East Lansing, 
Michigan, Augn: 4, 1994. 

Participant in Harvard Elemicity Policy Group Seminar “The Environmental Impacrs 
of lncreased Competition in the U S .  EIecnic Indusny,” Harvard Universiv, 
Cambridge, Massachusem, April 28, 1994. 

Panelist, “Clean Air Aucrion Press Conference,” held a t  the Chicago Board of 
Trade, Chicago, Illinois, March 29, 1994. 

Panelist, “New Pamerships: Economic Incentives for Environmental Management,” 
cosponsored by Air 8~ Waste Management Association, the U S .  EPA, Office of 
Poiicy, Planning and Evaluation, and the US. EPA, Office of Air Qualiry Planning 
and Standards, Rochester, New York, November 3, 1994. 

“New Times for d7e U S .  Electric Power Indumy,” presented ar the Fifty-Tiiird 
Annual Meeting of the Membership of the Ohio Association of Economkts and 

1993. 

”State Implernenration of che Clean Air A a  of 1990 and the Energy Poiicy A a  of 
1992,” presented to tbe National Association of Regulatory Utility Commissioners 
Staff SubcornmirLee on Accounts, Aspen, Colorado, September 20-23, 1993. 
Organizer and Speaker, “National Seminars on the Public Utility Commission 
lmplernentauon of the Energy Policy Act of 1992,” sponsored by US. Depanment 
of Energy, Emern Seminar, Indianapolis, Indiana, July 19-20, 1993. 

Political Scienuisu, Ohio Wesleyan Universiry, Delaware, Ohio, Oaober 22-23, ,&m. 

Organizer and Speaker, “National Seminars on the Pubiic Utilicy Commission 
Implernentauon of the Energy Policy Act of 1 992,” sponsored by U S .  Depanment 
of Energy, Wesrern Seminar, Podand, Oregon, ]uIy 15-1 6, 1993. 

Panelist, “Overview of the Policy Choices of State Commissions Under the Energy 
Policy Act of 1992: A Look a t  the Regulatory Forest,” National Conference of 
Regulatory Anorneys, Whitefish, Montana, June 14, 1993. 

Panelist, “Impaci of EPA’s Allowance Aum*on,” AER*X Symposium, Washington, 
D.C., May 18, 1993. 
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KENNETH ROSE -- condnued 

PRESENTATIONS - conrinued 1 
Panelist, “IRP/LCP Versus Comperitive Markets and incentives: Confiim, 
Complements, or Evolution?” The Elevenrh National Regulatory Conference, 
Richmond, Virginia, May 1 8, 1993. 

Organizer and Speaker, The “NRRI Clean Air Workshop: Workshop on Developing 
Public Uuliv Commission Rules and Procedures for EIecrric Utilicy Compliance with 
the Clean Air Act Amendments of 1990,” for Western States, sponsored by US .  
Environmental Protedon Agency and US. Depament  of Energy, Albuquerque, 
New Mexico, March 18-1 9, 1993. 

Discussant, “SO, Trading Impam on a Uuliry: Internalizing an Externaliry,” 
Workshop on Market-Based Approaches to Environmental Policy, sponsored by the 
MacArthur Foundation, Chicago, IIIinois, February 1 7, 1993. 

Organizer and Speaker, The “NJUU Uean Air Workshop: Workshop on Developing 
Public UriIiv Commission Rules and Procedures for Electric Utility Compliance with 
the Clean Air Act Amendments of 1990,” for New England States, sponsored by 
US .  Environmental Protedon Agency and US. Depanment of Energy, 
Portsmouth, New Hampshire, January 2 1-22, 1993. 

Chairperson, Clean Air Acr Secrion of tfie Eigbrh NARUC Biennial Regulatory 
Information Conference, Columbus, Ohio, September 9- 1 1,  1 992. 

s m -  

“The Clean Air Act: Ratemaking and Accounting Issues,” presented at the NARUC 
Annual Regulatory Smdies Program, Lansing, Michigan, A u g m  5, 1992. 

Speaker/Panelis, “Public Utility Commission Policy Choices and the Emission 
Allowance Market,” presented at the Souheastern Association of Regulatory Utiliry 
Commissioners Annual Conference, “Chaning a Brave New World,” Little Rock, 
Arkansas, lune 22, 1992. 

Speaker a t  Mid-Atlantic Labor And Management Public Affairs Cornminee meeting, 
Long Island, New York, May 1 4, 1992. 
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KENNETH ROSE -- continued 

1 PRESENTATIONS - continued 1 
Organizer, Moderator, and Speaker, The “NRRI CIean Air Workshop: Workshop 
on Developing Public Utility Commission Rules and Procedures for Efecrric Utility 
Compliance with the Uean Air Act Amendments of 1990,” for Midwestern States, 
sponsored by U S .  Environmental Proteaion Agency and US. Depanment of 
Energy, St Louis, Missouri, May 7-8, 1992. 

Organizer, Moderator, and Speaker, The NRRI Clean Air Workshop: Workshop on 
Developing Public Utiliry Commission Rules and Procedures for Elecuic Utility 
Compliance with the Clean Air Act Amendments of 1990, Southern and Eastern 
States, sponsored by U S -  Environmental Protection Agency and U S .  Deparcment 
of Energy, Chariotre, North Carolina, April 14-1 5, 1992. 

“Emissions Trading and Regulatory Issues” to the Minnesota Public Utilities 
Commission, St Paul, Minnesota, August 20, 1 99 1. 

Panelist, “What Price Power? The Electric Utility Industry Meers h e  Marker: 
PUHCA Reform, PURPA Reform, Competitive Bidding, IPPs, Bulk Power,” Mid- 
America Regulatory Conference (MARC), Little Rock, Arkansas, June 3, 1 99 1 .  

,@4~ 
Panelist, “Roundtable on Energy and the Environment,” New Engfand Conference 
of Public Utilities Commissionen, Inc. 44th Annual Symposium (NECPUC), 
Newport, Rhode Isfznd, May 22, 199 I .  

K. J. Rose, Organizer, Presenter, and Moderator, NRRI Workshop on 
“Implementing the Elecrric Utility Provisions of The CIean Air Acr: Amendments of 
1 990,” Chicago, Illinois, May 9 through May 10, 199 1 .  

Organizer and Presenter, NRRl Workshop on “Implementing the E I e d c  Utility 
Provisions of The Clean Air A a  Amendments of 1 990,” Scorndale, Arizona, April 
1 9 through April 20, 1 99 I .  

Organizer and Moderator, NRRI Workshop on “Implementing tfie EIecuic Utility 
Provisions of The Clean Air Act Amendments of 1990,” Arlington, Virginia, 
January 30 through January 3 1, 199 1. 
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KENNETH ROSE -- continued 

I PRES ENTATIONS - continued 

“Effect of Cornperition on EIecnic Generation Corn,” presented a t  ORSNTIMS 
Joint National Meeting: Producrivity and Global Cornperition, Philadelphia, 
Pennsylvania, O m b e r  1 990. 

“Efficient Indumy S r m a r e  of Eiecnic Ceneradon Under Contestabie Markers,’’ 
presented a t  the Eleventh Annual N o d  American Conference: Energy Markers in 
the 1990s and Beyond, Internadonai Associadon for Energy Economics, Los 
Angela, California, 1989. 

“Land Use Suitability Model,” presented a t  the U.S. Amy Corps of Engineers 
Workshop: Land Use Analysis for Water Resource Planners, Instime for Water 
Resources, FOK Belvoir, Virginia, March 1989. 
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There are four issues addressed in rfus reburrai testimony. First. Staff reiterates its 

position that whde it favors a topdown approach to sstimax uneconomic costs. h s  esrimate shouid 

oniy be used 10 indicate the ske  and direczion of the cornpe:iuve gain or Ioss in -irizona If rhe 

Commission decides to allow recovery ofproducrion uneconomic COS& it shouId be through a 

“transition revenue“ mechanim discussed in the k z  resriiony ihar Is based on a specific critefia 

ser by the Commission. 

Second. Sta f f  does not believe thar che Commission should determine up front a 

percentage of the predicred uneconomic costs rhat wiil be allowed for recovery. There is Iirrie 

economic basis for deterininkg the ’ ‘ C O ~ C ~ ”  percentage. Consequendy, it will be diEcuit IO 

determine and !ikeiy result in a protracted process to aezemine ir. ThirG. some witnesses testified 

[hat customers who do not choose an alternative supplier should nor have to pay for uneconomic 

COSTS. The reason for TJle concern is that c u s o m a  -h r :  lezve the utility will nor be required TO pay 

or that a broadIy defined transidon charge will be added to the cumnr rate. Staff believes &at its 

rransition revenue and price cap approach wdI avoid bo& chese possibilides. This is because ai1 

dismbution customers will pay the transition charge independent of the supplier and the price cap 

will ensure that no retaii customer pays more than their mrrent rate. 

Finally, Staff challenges the view that a sale or auction is the best means to value 

utility assets for purposes of derennining uneconomic COSTS. An unintended consequence of a s d e  

or auction is that the market price may be higbe-r than without the sale or  aucdon. AS a result, the 

apparent “savings” will be paid back by customers over &.,e in the fom of higher market prices. 

Therefore, this option cannot be justified based on ody  an argumenr: that it will reduce uneconomic 

costs. If recovery of uneconomic cost is limited then the utility will have an incentive to decide 

voluntarily whether to sell its assets based on the company trying to minimize its uneconomic coss. 

There may be other reasons to require divestiture of generation assets, but reducing uneconomic 

costs should not be considered one of them. 
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I. TOP-DOWY .APPROACH FOR ESTIMAATZNG UNECONOMIC COSTS IS 
APPROPrnXTE. 

Q. You suggest the use of 3 top-down approach for estimation of uneconomic cosu. - i r e  

there other witnesses and parries thar prefer the use of a top-down npproacb'? 

The top-down approach. sometimes referred to as the lost revenues approach is tndorseci :by 
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a majority of h e  wimesses that addressed the issue- including Robert Malko. wimess for - izonans  

for Electric Choice & Comperition er al.: Ricnard Rosen. witness for Residential Utiliry Consumer 

Ofice; Sean B r e a  wimess for Citizens Gtilities: Walter Meek wimess for -4rkona Ltil iv hves-tors 

Associauon: Chrles BayIess. witness for Tucson Electric Power Company: Dirk hiinson. witness 

for -bzona Elecrric Coop; Jack Davis and W-illiam Hieronyrnus, witnesses for Aizona Pubiic 

Service Co.; Aan Propper, witness for Navopache Electric Coop: Ralph C. Smith. witness for rhe 

Navy. Department of Defense. and Federal Execuuve Agencies: Carl Dabelstein- CP-A: anci 

Elizabeth Firkins, witness for the Internationd Brotherhood of Electrical Workers. 

Q. Does this mean that Staff and these parties are in agreement on this issue? 

A. Not necessarily. S t a f f s  position is thar the topdown approach is an acceptable approach to 

estimare uneconomic cost, but not for determining the m o u n t  for recovery. There are several 

advantages to the topdown approach. First, wide it invoives making a considerable number of 

assumptions and forecasts, ir is relaively straigh~oorward and requires Iess data than asser-by-assa 

or bottom-up approaches. Second, the topdown approach considers the af5ected udity's sys-tem as 

a whole and impiicitly ne= out the uneconomic assets (where the book value is sea t e r  than 

estimated marker value) with those assefs that are economic (where the book value is Iess than the 

estimated marker value). This is an appropriate method of estimating the fair value of the generation 

assets in a competitive market- While this means that there is no asset-by-asset comparison, this I ~ 

level of detail is not necessary for the approach to dealing with uneconomic costs that is 

recommended by Staff. Another important consideration is that the top-down approach which 1 
usually results in a wide range of predictions, yields resuIts that are not substantially different Erom I 

the bottom-up approach. Sta f f  does not expect pinpoint accuracy and., more impomdy, the 

proposed method of dealing with potential uneconomic costs does not require it. 
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Where Staff aiffers subsrantraily from ihe :ss~irnon~- af others. regardless o f  :~e:r  

preferred anmation method, is rhe use of the Zsdts of &e aaiysis. S cas believes that rhe zszrnaIe 

of uneconomic costs should only be used to provide an appromation of The size and air-* crLion of 

each utility's potential uneconomic cost or compe:itive ,oain. Tnis is to gather ;hformanon on &e 

comperiuveness of Arizona's affecred utilities. nor: to dere,?nine compensation for Tmeconomic C ~ S L S .  

Under S t a f f s  recommendations. the Commission wouid deze,mine. if recovery of 

uneconomic cost is allowed. m mount  of"?mnsiuon revenues" based on a specific set of cr i te r ia  

such as fiancial integity of the miliy in Iighr of che fair value of its generation assers in a 

competitive market. This would not require an exac: dezermination of the amount of potentla! 

Competitive loss. Raher, the Commission would dezermine an estimate of the marker revenue and 

determine any additional revenues needed to meet the predeiermined criteria. .*er the transition 

period (Staff recommends five ye= or less), the utility would no longer receive any transition 

revenues for production uneconomic costs. 
. .  B transition revenues. the - AIternativeIy, in another approach to derermuun 

Commission could base it on a performance standard, such as the long-run average cost of 

generation of power in the region. The transition revenue would be determined on a declining 

percentqe of the difference between the company's average cost and the region's average cost 

through the transition period. This is not intended to be full compesarion for potential competitive 

losses, any shortfdl would be the responsibility ofthe company to eizher try tO reduce by lowering 

operating costs or through reduced earnings. 

Under either approach, once the transition revenue amount and the length of the 

transition period are determined, no true-up is necessary if less than the full amounr: of estimated 

uneconomic costs is permitted to be recovered. This may provide a stronger inc- a t i v e  to minimize 

uneconomic costs than wouid a true-up mechanism that periodically adjusts the amount of transition 

revenue. Staffrecognizes that derermining the specifk criteria and the transition revenue amount 

for each affetted utility Will require additional effort, but this shodd be determined in the next step 

in these proceedings. TO date, Staff has not developed or attempted to develop a set of specific 

criteria (financial or performarm) or estimated the transition revenues for the affected utilities. 

2 % 



11. ~ Y S I T I O N  REvTXlTS APPROACH ZHOGLD BE VSED FOR DEALIYG WITH 
VNEC ONOMIC COSTS. 

Q. Several witnesses testified thac the Commission should determine the amount of 

%rmded costs'' and then ailow recovery of some percentage of that amounr." Do YOU 

think that is an appropriate approach'? 

A. Yo. At best it would be very diffic7dt 10 ae:eAmine an txact percenrage of uneconomic costs 

to allow: at w o r n  it would be arbinary mu cause a promcxed proceeding to derermine the '-coneti'' 

percenrage. Tnere is simply no economic ?riicipie t h a ~  suggesrs a panicuiar percentage. except. a s  

noted in my direc: testimony, the less that is ailow-cd the berter ir is in ierms of economic efficiency. 

Th~s suggests that zero percent is &e besr percenqe  10 use in ienns ofjust economic efficiency. 

Moreover. since thls requires taiung a percenrage of an estimate of the amount of , 

uneconomic COSTS. the percenrage itself would nor be based on a solid foundation. As also noted in ' 

my direc: testimony, any esrimate of uneconomic costs is emernely sensitive to relatively small , 

changes in the assumptions. Very small changes in the forecasted market price. for exampIe. will j 

change the estimate substantially. Tne lilislihood ofbeing wrong in guessing the future markct pricz 

i 

is very high since there is no history of a retail marker on which to base the forecasr. In addition. 

there are many other assumptions used to make the estimate that are also very specuIative including 

fi-iture demand for power, variable cost, plant capaciry facrors, capital additions and their cost, and 

many others. 

Again, StafFprefers the approach suggescsd in my direct testimony and described in 

the answer to the previous queslion; that is, the Commission allows an amount of '%ansition 

revenues" based on a specific set of Criteria, such as financial integrity of the utility or performance 

standard This would require no derenninadon of an w e d  on amouot of competitive loss or a fked 

percenaze? and would fairIy value the a6eaed utilities' generation in the competiuve market for 

... 

* Richard A. Rosen for The Residential Utiliq Consumer Office, EMque A. 
LopezIira for Office of the Attorney G m m I ,  and J. Robert M a k o  and Kevin C. Hipins 
both for Arizonans for Electric Choice and Competition. 
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jorh rhe ilniines ma their customers. StarT5e:ievss ;his IS :n ;r,t ?ubiic inrerest because 11 Saiances 

:he needs af consumers ana utiiines in :he ImsiIIon io a cornFe:xrve marker. 

Q. Several parties have indicated that cusfomers that do not choose another supplier 

should not pay for uneconomic costs." Will Staff's proposal to only allow recover]: 

through transition revenues result in these cusromers paying for uneconomic cosxs o r  

paying higher prices than their current rates? 

-4. No. There are two basic concerns: one is thar when cusorners leave the utiliry ana p rchase  

power elsewhere. the cost chat is xrandeed" will be shficd to rhe ~emaining cusromers. The second 

concern is that a broadly applied uansirion charge tvlll be adued on top of the current rare or standard 

offer. This first problem has been solved in other sates by malano, the transition componenr: 

"nonbypassabie." that is, the departing cuomer  wilI pay the tramition charge irrespective of wnere 

the power originared. Neither concern is a problem under StatTIs proposal because currenl: rares tvii! 

be unbundled into their componenr parts. For example. alI r z ~ l  customers' bills may have the 

following breakdown: a seneration charge. a transition charge (if any), and a transmission and 

distribution charge.'' For the utility the genemuon charge may be a ">-tandad offer'' that rep-esents 

its generauon price. All dimibution customers, whether they choose an alternative supplier or no t  

will pay the transition charge. Also, the price cap discussed in the direct testimony will ensure that 

the total price paid by retail cusomers will not exceed their c ' m n t  rate. 

- 

- 

III. DIVESTITURE OF ASSETS SHOULD SOT BE USED FOR P W O S E S  OF 
ESTXBLATNG UNECONOMIC COSTS, 

Q. Several witnesses testified that they believed that an appropriate way to determine the 

value of  utility assets is to sell or auction off the generation plants." This wouId, they 

Betty K Pruitt for Aizona Commrmity Aciion Associarion, Sean Bseen for 
Citizens Utilities, and N b e n  Sterrnan for moria Consumers Council. 

3l A similar point is made by Kevin C. fig,& for Arizonans for Electric 
Choice and Competition @ages 34 and 35). I 

44 Douglas C. Nelson for Electric Competition Coalition, Mona Petrochko for 
Enron Energy Services, Inc., and Douglas A. Ozlesby for PG&E Energy Services 
Corporation. Others noted that it could be used to mitigate uneconomic costs, including 
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I ‘  

a y e .  provide ‘il more precise means ro derermine generanon s s e r  yalue and esrimtlre 

uneconomic cost. Do you agree? 

.A. No. Proponents ofrhis approach argue rhfiat if a lugher and more acc-uare value is obralnec 

for die utiliry’s assets. then the amount of uneconomic COST. ma presumably The amounr cusIorners 

wiil have to pay, is reduced. W e  it may be m e  &at using a saie or aucnon would provide a bener 

means than an admmimtive approach to determine asset vaiue and may we!l Teesuit in a hgiier vaiue 

for h e  assets than an adminisuative mehod, rhere is a major limitation to using rchrs auproaci :o 

determine value for purposes of esrimaring uneconomic c a w -  ihe reduction in uneconomic COSTS 

kom a saIe or aucuon of rhe utility’s assets is on i r  iiiusionary because of the 2Sec1: that &e saie wiil 

likely have on the retail market price for powzr in che state. 

Q. Can you construct a simple example to explain this point? 

A. Yes. Suppose that a utility has j u s  three plants with a net book value of 550 million. S 7 5  

million. and 3100 million respectively. with a torai book value of 3225 million. For -&.is simpie 

example, ir is assumed that these three piants are all ofthe utility’s generation a s sex  By an 

administrative means, such as the “lost revenues“ method it is found that each plant’s esrimated 

value is 375 million, $85 million and 315 mifIion respectiveiy. with a total value is 3175 million. 

Assume dso, for illtmation purposes. that the utiliry will be allow-ed to recoup one hundred percent 

of their uneconomic costs. In this case, the uneconomic cost is 350 million (book value minus the 

estimate value or 3225 - 3 1 E), and is the amount cuSTomerS will be required 10 pay. 

Kthe utility’s generahg assets were required io be sold or auctioned off, it is likely 

that it wodd result in a higher value for some planrs than esrimated througf~ adr;linisrrative means. 

Again for illussation purposes, assume that the plants are sold and results in a make: value of S 100 

miiion, $100 miilion, and 310 million, respectively for a totaI value of 321 0 million. In this case 

the uneconomic value is reduced to SI5 million, precisely the point b e i q  made by supporters of a 

sale or auction of generation assets. 

. . .  

Sean Breen for Citizens Utilities, k 1 e s  Bayless for Tucson Electric, and Carl Dabelstein, 
CPA. 
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Example 1 

Significant Uneconomic Cost in Plant 3 

Value Msrhod ?!anr I P!mt2 Plant 3 Total 

Book Vziue jner) 

Adminisntive Vdue 

Markez Vaiue 

Y 30 . -  IO0 225 

75 85 15 175 

100 I00 10 21 0 

-- 

However. there is an importan~ fiicror that is bemg overiooked by supponers of ths 

method Yore that the new owners of the p l a t s  afier the sale wiil want to recover their capital 

invesrment (S210 d i o n ) ,  which is now h i d e r  than under the administrative method ($175 

million). Xiese new owners will want to recover this capiral cost throqh the price they charge 

customers. Therefore, the "savings" from lowering the amount of uneconomic COSTS that resulted 

from the saie or auction is simply r e m e d  to the new owners through a hider  market price. Tne 

apparen1 --savings" to the customer is only an iilusion. The same result occurs when there is a split 

betwee2 the customers and the utility of the uneconomic cost recovered, excqq of course. the utility 

is not paying the htgher market price for power, customers are. Therefore, a sale or aucdon will 

reduce any share the utiliry is required to shoulder of potential uneconomic costs, but provides little 

or no beaefit to customers. 

- 

- 

It should be noted that the aim of adminisnative estimation methods is to estimate 

the market value da t ive  to the current book value of the seneration assets. This is accompIished 

by esdmating the net present value of the exFected revenue stream that an asset will produce over 

its estimated life- This is simiIar to the way a potential purchaser of the piants may try to estimate 

the plants' value. They would take into accoum their expectations of fume market conditions and 

desired profit. For a utiliry that currentiy owns the plants, if the net book vdue is greater than the 

market esimatee, the difference is the estimate of  uneconomic cost or competitive Ioss. If the market 

value is -mater than the book cost, then there is a net competitive gain, The reason that 

a d m i n i d v e  valuation methods may undervalue the assets may be due to the value potential 

purchasers may piace on htangibIes such as siting cexification, Iocation proximity to Ioads, and 

access to mnsmission and distribution 1he.s. Purchasers may dso place a high value on being 



I '  

among rhe early suppiiers to be tsrabiishea :n the xes.  I'ne vaiue of :hese !ntangiblss ..\.-iil nor =t 

ieilected on ihe uniity's accounting books but Vi-iil be ierlec-ted :n The pnce paid for an asset. 

Q. What if the net result is no uneconomic costs. but a net gain from rhe saie o r  aucrion'? 

A. In a second txample. the same result can occur wen when the aucmn is much mort 

successful and results in no net uneconomic cos. Examuie 2 has the same values for tach piant fcr 

both the net book ana administrative values. In this case assume the sale or auc:ion is verl; 

successhi and results in a much hisher amount paid for plams 1 and 3 than the firs txampie. In - h s  

case the saie or auction results in SI25 million. SI25 miilion, and SI 0 iniilion or S260 million in 

total value. The result is that there is a ner gain of S35 million. If &e rule is full recovery or' 

uneconomic corn, then it is appropr;ate to assume that customers wouid be given a full refind if 

there was a net gain. Thus. customers ,oer a i eha ,  but the new owners of the pimts must now 

recover a capital cost of $260 million in the markex pricz. 

Exampie 3 

Higher Values Obtained from Sale Results in Net Gain 

P!ant 3 Total Value Merhod Plant I f)fanr 2 

Book VaIue (net) 50 13 100 225 -.- 

75 55 15 175 Administrauve Value 

iMarket Value I25 125 IO 260 

This illustrates the point thar no marter how successful the sale or auction is. the 

apparent "savings" in uneconomic cost to cusorners is illusionary. This also demonstrates what 

would be the worst condition for customers, an administrative valuation method with one hundred 

percent recovery of uneconomic costs and the utiliry Iater sells the assets for a higher value but none 

of the difference is given back to the customers. What Staffproposed in the direcr testimony would 

prevent this fiom occurring by limiting the amount of uneconomic costs and by not basing recovery 

of uneconomic cost on an adminimtively mimated amount. 

Q. Are there any mitigating factors that may offset this market price affect? 

A. A mitigating factor may be that the itew owners of the pIants may be able to reduce variable 

operating costs more than the utility. However, it should be expected that in a dynamic competitive 
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marker. :he pressme io reduce COS'LS it-111 '=le ?resen1 :rrespec:rvz of wno owns ;ne asse:. .Aiso. 

potenrial purcnasers wiil faczor :n rne:r 2xpec:arions of %rue operaring costs and chis will aiso be 

rerlected m h e r  o3er price for the asse:. Tor txmpie- :fd.ley sxpetr that hey  cm reduce operating 

costs of ;he plant. rhey wiil be wiling to pay reiarive!y more for {he asset- 

- - 

Another miuga&g f m o r  may be Aar he  retai market price in Lie region will be 

affected by power suppiied riom outside Arizona so that there is not necessariiy a one-to-one 

reiationshp berween the side price of h e  genemion assets in Arizona and the stare's ierail price. 

However. a requirement ro sell dl invesror-omned  plan^ in the sIate wiil mean h a t  a substantial 

portion ofthe sme's and the region's genemion iesourcs wiii be revalued at the market price. This 

will undoubtedly. with dl other factors being equal. result in a hlgher market price for the state's 

retail cusromers. Aso. this will &ecr the pric:: in the sa t e  for many years in the % w e .  

Q. Are there any other problems with using the sale or an auction to value utility assets? 

A. Yes. The Commission should consider that ;,C may be difficult with divesuture. io r e m  the 

net benefit to customers. The Commission would have to create a mechanism to return any 

competitive gain to customers. Also, aucrions do not automatically "get it right.'' Michael 

Rothko~f' poinrS OUI that the auction design would have considerable impact on the outcome. An 

irnproperty designed auaion codd undervalue or overvalue the generation assets. The Commission 

would need to carefully consider the sale or aucrion design options.@ Depending on the relative 

amount ofeconomic and uneconomic costs and f~~ture  market prices, customers may be made worse 

Off. 

Q. Please ciarify S W s  position with respect to divestiture and the sale or auction of assets 

to value uneconomic costs. 

si hfichae1 H. Rothkopf, "On Misusing Auctions to Value Stranded ilsse+s," I"ne 
Electricity Journal, December 1997. 

6' Design questions include (among many others): Should there be sealed or 
open bidding, fkx or second price bidding, should the utiliry be allowed to bid for its own  
assets, and what kind of Commission oversight of the process should there be? A discussion 
of the advantages and disadvantages of the diEerent s d e  and auction design options is 
beyond the scope of this generic proceeding. 



-4. Staff is nor arlrgung har ri;ere silouid or shouici nor Se ciivestrrure or' urriity seneraring 2sse:s. 

'Axher- Sta$beiieves char h e  Canmission snouia nor base its decision on wheIher There shouic 3r  

should not be divestime ofuriiiry a s e ~  based soIeIy on valuing utility assets for purposes ai' 

dezemining uneconomic costs. Tnere may be valid reasons to require divestiture. 5ut rhese shouid 

be sxpiored in a separare proceedin2 on. for zxapIe .  market power. 

- 

If divestiture is le5 as being oniy voluntary. he  utility wiil dep'd -: e when the sale of 

its asses makes economic seme to reduce its uneconomic cosss. The unlity will consider irs options 

by comparing a sale or auction (wnere it would choose a sale rnezhod to maximize che sale price) :o 

continuing to own the plants itself. If it decides to remain the owner. the utility has the option ;o 

either have someone else operate h e  plants or continue to operate the planrs itself. depending on 

what it detennines to be the best (that is, lowest cost) option. 

This corresponds with StafYs posirion in the direcr testimony on the recovery of 

uneconomic costs, that is, the best way to mitigate uneconomic costs and the likeliest way to have 

a iruly competitive generation marker" deve!op is to Emit recovery. In both cases. the utility is given 

the correcr economic signal to m n z e  uneconomic cost- .Allowing fidl recovery of porential 

uneconomic costs only impedes this process. If recovery of potential uneconomic cost is limited, 

then the effect on the market price from a sale or auction described above will be less of a concern. 

Ideally, what should occur is that what the company decides is in i s  own best Inte, vest, is aIso in the 

customers' when it comes to the *ament of uneconomic cost 

Q. 

A. Yes. 

Does this conciude your testimony? 

What is meant by ' M y  competitive generation marker" is one where the 
market price is determined by the interaction of suppliers and cusromers and is not 
influenced or distorted by a singfe producer or group of producers seeking to raise the price 
above a competitive equilibrium level. 

9 

-_ - _ _ -  . .- . - - - -  



F 
? 

k 

I t  
i 
i 

BEFORE THE .U3ZON44 CORPORATION COMMISSION 

RENZ D. JENVINGS 

MARCIA WEEKS 

I 

Chairman 

Commissioner 

Commissioner 
CARL J. KUVASEK 

IW THE MATTER OF ARIZONA PUBLIC ) 

AGREEiMENT. ) 
SERVICE CObPAVY'S RATE REDUCTION ) 

\ 

TESTIMONY 

DOCKET NO. U- 1345-95-491 

OF 

RdNDALL W. SABLE, CPA 

CHIEF, ACCOb%-TING ANT BITES 

UTILITiE S DIVISION 

MARCH 15, 1996 

I '  



1 

2 

3 

I 

> 
i 

6 

7 

8 

s 
1C 

11 

12 

12 

I t  

1; 

12 

2: 

2: 

2: 

21 

- '  3 '  

'Zsrimony of Randall W. Sable. CPP, 
bcket No. iJ- 1345-95-49 1 
3ge 7 

Agreement would cost them approximately S4 million. Over the approximate 21 month 

period before new (presumably lower) rates couid go into effect, based on a Show Cause 

proceeding initiated in January 1997, ratepayers will have received, through the rate 

reduction included in the proposed Rate Reduction Ageement (on a nominal dollar basis), 

approximately 384 million. Even on a present value basis. ratepayers receive more in 

savings with the 3.25 peicent reduction today, than they would if a 4.5 percent decrease 

were implemented in 1998. Therefore, ratepayers will be better off having a 3.25 percent 

reduction today rather than waiting for and "chasing" probable future rate reductions 

beginning in 1997 and beyond. 

ACCELERATED XMORTTZATION OF REGULATORY ASSETS 

You have mentioned the proposal by AI'S to accelerate the amortization of its regulatory 

assets several times. Could you please define what regulatory assets are and explain the 

reasons the Company is proposing to accelerate its amortization of Ihese regulatory assets'! 

Yes. Regulatory assets arise only in the context of rate-regulated enterprises. In their 

simplest terns 

operating income (as expense) in the period incurred absent an implicit promise by the 

egulatory assets consist of costs that would have been charged 

entity's regulator that they can be deferred on the balance 

to exDense and collected from ratepayers in future periods. 

S 1 billion booked as regulatory assets. 

The Company is malung its proposal to rapidly amortize its regulatory a S ts to reduce 

its potential stranded costs, if and when, competition and retail open access become a 

fall the potential s e e d e d  costs that may be present in a utility's cost structure, 

regulatory assets are the most likely not to be recovered in a competitive environment. 

T h s  occurs, in large part, because of the fact that their recovery is premised on 

- \ 

c 

regulatory promise A dditionally, potential cornpet ors who have not been subject to rate 

regulation will not have these costs built into tiieir cost structure. As a result, APS will 
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these assets. In APS' case, a write-off of its regulatory assests would seriously impair the 

financial inregriry of the utility and lead to possible bond rating downgrades and, in turn. 
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Why did Staff and -4PS agree to an 8 year amortization period for these regulatory assex? 

X?S inixially proposed an 8 year period based on its assumptions and expectations as to 

when competition and open retail access may occur. Staff reviewed the proposed 8 year 

?eriod and felt it reasonably encompassed a possible range of possibilities. First, if the 

8 year amonizarion period is longer than the transition to competition and open access, 

at least APS would have significantly reduced the net book value of the regulatory assets, 

rhus mitigating its exposure, as well as the ratepayers' exposure, to massive write-offs and 

potentially higher capital COSTS. Second, if the 8 year amortization period proves to expire 

prior to the onset of competition and open access, APS' cost of service would be 

dramatically reduced and ratepayers would be entitled to significant rate reductions. It 

is important to remember, that the choice of an amortization period for regulatory assets 
is typically arbitrary. For these reasons, as well as the fact that A€'S is proposin, 0 to lower 

rates whde substantially increasing its cost of service, Staff believed an 8 year 

amortization period was appropriate. 



TESTIMONY OF SHERYL L. HUBBARD 
SUMMARY 

The ImDlications Of The Statement Of Financial Accountin!! Standards No. 71 Resulting From The 

Recommended Stranded Cost Calculation And Recoverv Mechanism 

The predominant position of the accounting community is that when a rate order is issued or 

deregulatory legislation is passed (whichever is necessary to effect change in the jurisdiction) that contains 

sufficient detail for the enterprise to reasonably determine how the transition plan will affect the 

unregulated pomon of its business, the enterprise should stop applying FAS 71 to that portion of its 

business. The application of FAS 71 is appropriate. until the point in time when the Commission directives 

are issued. 

“Regulated cash flows” are the determinant of whether assets will be recovered or need to be written 

down. No elimination of regulatory assets and reo,ulatory iiabiliries is required until one of three events 

occurs. The three events are recovery or collection of the regularory %set or regulatary liability, 

respectively through regulated cash flows, impairment of the regulatory asset by the regulator or 

elimination of the regulatory liability by the regulator, or the separable portion of the business from which 

the regulated cash flows are derived no longer meets the criteria for application of FAS 7 1. 

&*& 

Generally and simpIistically, an analysis will be necessary of a11 regulated cash inflows with an 

associated comparison of costs to be recovered, i.e. cash outflows. To the extent that the inflows exceed 

the outflows, no write-offs or write-downs will be required. If t h ~  outflows exceed the inflows, write-offs 

and write-downs will occur. 

The financial community will continue to look for assurances from the regulator that the assets 

remaining on the books of the company will be provided a return on and recovery of the investments. To 

the extent that assurances are not provided, the fmancial community will require some recognition of 

impairment, i.e. write-downs and write-offs, in accordance with the provisions of FAS 121. 
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IKTRODUCTION 

Q. 

A. 

Please state your name and business address. 

My name is Sheryl L. Hubbard. My business address is Arizona Corporation 

Commission (Commission), 1200 W. Washington, Phoenix, Arizona 85007. 

Q. 

A. 

By whom are you employed and in what capacity? 

I am currently employed by the Commission as the Chief of Accounting and Rates. 

Q. 

A. 

What is your educational background? 

In 1978, I received a Bachelors of Arts degree with a major in Accounting from Michigan 

State University. In addition to my formal education, I have attended seminars on utility 

regulation. utility finance and accounting. utility income taxes, and numerous seminars 

designed to provide updates to changes in the regulation of public utilities. accounting 

and auditing standards, as well as tax matters. Various professional organizations, 

national public accounting firms. and industry organizations sponsored these seminars. 

Q. 

A. 

Please describe your professional experiences. 

A description of my professional experiences is attached hereto as Appendix A. 

Q. 

A. 

What is the purpose of your testimony in this proceeding? 

In the Commission’s First Amended Procedural Order in Docket No. U-0000-94-165 

dated December 1 I ,  1997, it was ordered: 

“...that Issue No. 3 as set forth in our December 1, 1997 

Procedural Order includes the following sub-issues: . . .The 

implications of the Statement of Financia1 Accounting Standards 

No. 71 resulting from the recommended stranded cost calculation 

and recovery mechanism. 

I 

.. 

. . .  
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The purpose of my testimony in this proceeding is to present a general overview of the 

Statement of Financial Accounting Standards No. 71 (FAS 71), Accounting for the 

Effects of Certain Types of Regulation, implications of implementing a competitive 

market also referred to as a customer choice program for regulated utilities. 

Q. 

A. 

Q. 

A. 

Will you summarize the criteria that must be met for the application of FAS 71 to 

financial statements of enterprises with regulated operations? 

Yes, there are three criteria that must be met and they are that the enterprise’s rates are 

established by or are subject to approval by an independent third-party regulator or by its 

own governing board empowered by statute or contract to establish rates that bind 

customers; the regulated rates are designed to recover the specific enterprise‘s cost of 

providing the regulated services or products; and in view of the demand for the regulated 

senices or products and the level of competition. direct and indirect. it is reasonable to 

assume that rates set at levels that will recover the enterprise’s costs can be charged to 

and collected from customers. 

Has the Financial Accounting Standards Board (FASB) issued other statements that relate 

primarily to regulated enterprises? 

Yes. FASB Statement No. 101 (FAS 101) titled Regulated Enterprises-Accounting for 

the Discontinuation of Application of FASB Statement No. 71 was issued in response to 

the potential deregulation of regulated entities. This statement was issued in December 

1988 with an effective date for discontinuation of FAS 71 that occurs in fiscal years 

ending after December 15, 1988. FASB Statement No. 90 (FAS 90) titled Regulated 

Enterprises-Accounting for Abandonments and Disallowances of Plant Costs as well as 

FASB Statement No. 92 (FAS 92) titled Regulated Enterprises-Accounting for Phase-In 

Plans relate primarily to regulated enterprises. FASB Statement No. 121 (FAS 121) titled 

Accounting for the Impairment of Long-Lived Assets and for Long-Lived Assets to be 

Disposed of though more general accounting is applicable to regulated enterprises. 

SIH,’DGOl T 
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Q. 

A. 

Q. 
A. 

Q- 

A. 

... 

. . .  

. . .  

... 

. . .  

. . .  

. . .  

Are there other pronouncements or guidance for regulated enterprises associated with the 

deregulation of regulated entities that affect when or how FAS 101 is applied to the 

accounting records of public utilities? 

Yes. The Emerging Issues Task Force (EIFT), a body created by FASB in 1984 to reach 

a consensus on how to account for new and unusual financial transactions that have the 

potential for creating differing financial reporting practices, has addressed issues related 

to the application of FASB Statements No. 71 and 101 in response to the deliberations of 

state legislatures andor regulatory commissions and others including federal legislators 

over potential changes to laws and regulations governing the pricing of electricit?. 

What specifically was the subject of the deliberations of governmental regulate? bodies? 

The deliberations of the governmental regulatory bodies were specifically related to the 

element of the total price of a kilowatt of electricity that is intended to cover its 

production or generation cost, as opposed to the portion intended to cover the 

transmission cost to a local area or the portion intended to cover the cost of distribution to 

individual residences. 

If some of an enterprise’s operations are regulated and other operations are not, should 

FAS 71 continue to be applied to the entity‘s operations? 

FAS 101 addresses how an enterprises that ceases to meet the criteria for application of 

FAS 71 to all or part of its operations should report that event in its financial statements. 

SIH/DGOI .T 
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Q. 

A. 

Q. 

A. 

Q- 
A. 

What guidance does FAS 101 provide regarding when an enterprise should stop applying 

FAS 71 to the separable portion of its business whose service pricing is being deregulated 

once a rate order is issued or legislation is passed (whichever is necessary to effect 

change in the jurisdiction) that has the effect of deregulating the rates charged to 

customers? 

The consensus reached by the EIFT on this issue is that when a rate order is issued or 

deregulatory legislation is passed (whichever is necessary to effect change in the 

jurisdiction) that contains sufficient detail for the enterprise to reasonably determine how 

the transition plan will affect the separable portion of its business whose pricing is being 

deregulated, the enterprise should stop applying FAS 71 to that separable portion of its 

business. 

Does FASB 101 provide guidance for regulated entities on how they should evaluate 

whether to continue to recognize all or some portion of the regulatory assets and 

regulatory liabilities, respectively, that originated from the separable portion of the 

business whose pricing is being deregulated and exist at the date that FAS 101 is applied? 

The consensus reached by the EIFT is that the regulatory assets and regulator)- liabilities 

that originated in the separable portion of an enterprise to which FAS 101 is being 

applied should be evaluated on the basis of where the regulated cash flows to realize and 

settle them will be derived. 

What exactly is meant by the term “regulated cash flows”? 

“Regulated cash flows” are defined by the EIFT as being from rates that are charged to 

customers and intended by regulators to be for the recovery of the specified regulatory 

assets and the settlement of regulatory liabilities. The EIFT goes‘ further to define 

“regulated cash flows” as being derived from a “levy” on rate-regulated goods or services 

provided b!, mother separable portion of the enterprise that meets the criteria for the 

application of FAS 7 1. 

SlwDGOl .T 
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Q. 

A. 

Q. 
A. 

Q. 
A. 

. . .  

.,. 

. . .  

. . .  

Did the EIFT reach a consensus on when elimination of the regulatory assets and 

regulatory liabilities from the enterprises balance sheet would occur? 

The consensus of the EIFT is that there is no elimination of the regulatory asset and 

regulatory liabilities that originated in the separable portion of the business to which FAS 

101 is being applied and for which the rate order or deregulatory legislation (whichever is 

necessary to effect change in the jurisdiction) specifies the collection of regulated cash 

flows until one of three events occurs. One, the regulatory assets are recovered by 

regulated cash flows or the regulatory liabilities are settled through collection of 

regulated cash flows. Two, the regulatory assets are impaired or the regulatory liabilities 

are eliminated by the regulator. Third. the separable portion of the business from \vhich 

the regulated cash flows are derived no longer meets the criteria for application of 

FAS 71. 

Were other issues addressed by the EITF in relation to the application of FAS 101 ? 

Yes. The EIFT also attempted to determine how an enterprise should evaluate uhether to 

establish additional assets and regulatory liabilities related to expenses and obligations 

that will originate from the separable portion of the business whose pricing is being 

deregulated but that will arise subsequent to applying FAS 101. 

Did the EIFT reach a consensus on this issue? 

Yes. The EIFT reached a consensus that the source of cash flow approach should be used 

for recoveries of all costs and settlements of a11 obligations for which regulated cash 

flows are specifically provided in the rate order or deregulatory legislation (whichever is 

necessary to effect change in the jurisdiction). 
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Q. 
A. 

Q. 

A. 

Q. 
A. 

. . .  

Can you summarize how these accounting pronouncements will be applied, in general? 

Generally and simplistically, an analysis will be necessary of all regulated cash inflows 

with an associated comparison of costs to be recovered, i.e. cash outflows. To the extent 

that the inflows exceed the outflows, no write-offs or write-downs will be required. If the 

outflows exceed the inflows, write-offs and write-downs will occur. The financial 

community will continue to look for assurances from the regulator that the assets 

remaining on the books of the company will be provided a return on and recovery of the 

investments. To the extent that assurances are not provided, the financial community will 

require some recognition of impairment in accordance with FAS 121. 

Based upon the Staffs recommendations sponsored by Dr. Kenneth Rose as they relate to 

stranded costs recovery. will the accounting standards discussed throughout this 

testimony require financial statement adjustments by the Affected Utilities if adopted by 

the Commission in this proceeding? 

The Staff. through its uitness. Dr. Kenneth Rose, is recommending that the Commission 

adopt a "transition revenues approach" which requires the Commission to determine 

specific criteria for allowable recovery of the competitive losses. At the time that the 

Commission determines the specific criteria to apply to the Affected Utilities' potential 

recovery of competitive losses, accounting implications will be identifiable. Until that 

time, one is only able to speculate on the accounting implications because the total 

regulated cash inflows is yet to be determined. 

Does this complete your direct testimony? 

Yes, it does. 

. . .  

. . .  

. . .  
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APPENDIX 

QUALIFICATIONS 

Q. 
A. 

What has been your professional experience? 

In 1979, subsequent to graduation from Michigan State University, I was employed by 

the Michigan Public Service Commission as a public utility auditor in the Electric 

Division. The Electric Division had overall responsibility for electric, steam and water 

utility regulation. From 1979 through 1985, I progressed from an auditor trainee to the 

journey-level auditor and then to a senior auditor. In that capacity, I participated in 

docketed cases for general rate relief, power supply cost recovery reconciliations. fuel 

and purchased power reconciliations, reconciliations of residential conservation service 

program costs, and cases involving overall compliance with the Commission's Uniform 

System of Accounts. The compliance examinations also included telecommunication 

companies. Additional responsibilities included supervising the work assignments of 

other auditors in performing examinations on all matters relating to electric utilic. steam 

utility, and water utility operations. I reviewed the work assignments completed by the 

auditors and evaluated of the effect of the auditor's findings on the overall case. During 

the time that I functioned as a senior-level auditor, I was also responsible for formulating 

the Staff's position consistent with the Commission's mission and its overall objective of 

balancing ratepayer and shareholder interests. This often entailed the presentation and 

defense of that position in public hearings before the Michigan Commission in numerous 

cases. I was also responsible for performing special investigations of construction costs 

such as the Detroit Edison Company's Belle River Power Plant (2 units - coal-fired) and 

Enrico Fermi 2 Nuclear Power Plant, and Indiana Michigan Power Company's Rockpon 

Power Plant (Unit 1 - coal-fired). The level of construction expenditures to be included 

in the utilities' rate base was the subject of those examinations. 

. . .  

. . .  
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In August of 1985, I was promoted to a Construction Audit Specialist. In that capacity, I 

was responsible for the audit of Consumers Power Company’s Midland Nuclear Power 

Plant construction expenditures as well as the ongoing auditing responsibilities described 

above. At the time of this promotion, the plant had not yet been abandoned but was 

facing extreme cost overruns. During the course of the examination, the plant was 

abandoned. During the abandonment proceedings before the Commission, the 

abandonment was modified with a portion of the plant being converted to a Public Utility 

Regulatory Power Act (PURPA) cogeneration facility, which is the infamous Midland 

Cogeneration Venture (MCV). I presented the accounting implications of the Staffs 

recommended recovery mechanism which were subject to the Financial Accounting 

Standards Board Statement Number 90 - Accounting for Plant Abandonments. In 

August of 1988. I was promoted to Manager of the Auditing Section of the Electric 

Division. In that position, my responsibilities included the supervision of the Auditing 

Section in the performance of examinations of electric, steam and water utilities for all 

matters requiring accounting and auditing expertise. In July of 1995, I transferred to the 

position of Executive Assistant to one of the Commissioners. In that capacity, it was my 

responsibility to provide guidance to the Commissioner on ratemalting and accounting 

implications of proposals of all parties’ positions in proceedings before the Commission. 

During this timeframe, the gas industry was evaluating the merits of customer choice at 

the local distribution level, deregulation of the telecommunications industry was being 

legislated at the state and federal levels, and a customer choice alternative for the electric 

industry was being advocated by the Governor of the State. It was my responsibility to 

monitor the developments at the federal and state levels and advise the Commissioner 

when necessary. 

. . .  

. . .  

. . .  
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In November of 1997, I began my employment with the Arizona Corporation 

Commission in my present capacity of Chief of the Accounting and Rates Section of the 

Utilities Division. In this capacity, my responsibilities include directing the assignments 

of finance and accounting professionals in the analysis of complex regulatory issues in 

the energy, telecommunications and water industries. This section also has responsibility 

for the revenue requirements, cost of capital and capital structure determinations in rate 

appljcations, and tariff and rate design issues as well as financing applications before this 

Commission. 

Q. 
A. 

Q. 
A. 

Q. 
A. 

Are you a Certified Public Accountant? 

Yes, I am a Certified Public Accountant licensed to practice public accountancy in the 

State of Michigan. 

What has been your experience in regulatory proceedings? 

During the past eighteen year, I have participated in numerous rate cases and other 

regulatory proceedings involving electric, steam and water utiIities conducted before the 

Michigan Public Service Commission. I have testified on matters involving regulator?. 

accounting. auditing, and taxation. 

Have you ever testified before the Arizona Corporation Commission? 

No, I have not. 
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